




AN 

INTRODUCTION TO 

MODERN ECONOMICS 


BY 

PRABHAT KUMAR GHOSH, m.a.. 

Senior Lecturer in Economies, Bhadrak College, Balasore, 
Examiner, Utkal University, Fellow oi the Utkal University, 


SHREE BHARATI PUBLISHERS 

5 Shyama Charan De Street, Calcutta-12 



Published by 

Bibhasindhu Banerjee 

Shsee Beabah Publishebs 

5, Shyama Charan De Street: Calcutta—12. 


Flinted by 
A. N. Mukherjee 

j 

M. 1. Pbebb 

80, Gr^ Street, Calcutta—^. 


FjORST EDITION—1986 


Rupees Eight and Annas Eight only. 



PREFACE 


The present book is intended to be a text-book on economic 
theory for the students of the Degree Classes of the Indian 
Universities. In the writing of this book my endeavour through¬ 
out has been to discuss the accepted^ principles of economic 
doctrines in simple language and lucid style to evoke the inte¬ 
rest of the students and to help them in understanding these 
doctrines properly. I have tried to incorporate, as far as pos¬ 
sible, the latest developments in the different branches of eco¬ 
nomic theory and tp make the book comprehensive. I, how¬ 
ever, do not claim any originality of research nor do I claim any 
originality for my treatment. In the preparation of the book 
I have depended on the works and writings of celebrated Eng¬ 
lish, American and Continental authors. I shall, however, be 
glad to receive suggestions, especially from teachers, for further 
improvements to be made in the book, if there is another 
edition. 

My wife has helped me considerably in the preparation of 
this book and I have no hesitation in saying that but for her 
unfailing patience and active encouragement the book might 
not have been written .at all. 

My thanks are due to Sri S. Rout, Librarian, Bhadrak 
College, for his kind co-operation and assistance. 

My thanks are also due to Sri Bibhasindhu Banerjee of 
Shree Bharati Publishers, Calcutta and to the Management and 
staff of M. I. Press, Calcutta, for their kind co-operation in 
getting this book published. 


Bhadrak College : Balasore 
Buddha Pumima : 34th May, 1956 


P. K. Ghosh. 
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BOOK I 

CHAPTER 1 
INTRODUUi'iUIM 

JNo one in this world has everything he wants. Each one 
of us, therefore, is busy procuring what we want by giving what 
we can. Look around you and pick up any man either in the 
street or in the factory, fiym or office, and you can verify the 
truth of this statement. * The problems of hunger and priva¬ 
tion in the society, for the economist, are just the problems of 
administration of scarce resources to the needs of the society. 
“Economics,” therefore, “is a social science studying how people 
attempt to accommodate scarcity to their wants and how these 
attempts interact through exchange”.^ 

Earlier thinkers, for instance, Carlyle and Ruskin, who 
condemned the science as the Gospel of Mammonism or Dismal 
science and as the science of selfish pursuit of wealth, were, 
therefore, hardly justified. The plain fact is that there would 
not be any need to worship Mammon or to be selfish in obtain¬ 
ing articles one needs if things were available in plenty and 
without any efforts. And, then there would not be any need 
for such a science as Economics either. But the growing popu¬ 
larity and the increasing interest shown in the subject are sure 
indications of its importance in to-day’s community life. And 
the fundamental problem in the life of a modern community, we 
need hardly stress, is the problem of ‘Scarcity and Choice’. 

Selfish pursuit of wealth or worshipping Mammon are not, 
therefore, the aims of Economics. “The starting point and the 
goal of our science”, rightly observes Roscher, the founder of the 
modern historical school of economists, “is man”. “Political 
economy or Economics” says Marshall, “is a study of man’s 
actions*in the ordinary business of life ; it inquires how he gets 


1 Cairacrogg: latioduction to Economics, p. 8. 
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his income and how he uses it. It follows the action of indivi¬ 
duals and of nations as they seek, by separate or collective 
endeavour, to increase the material means of their well-being 
and to turn their resources to the best account. Thus, it is, on 
the one side, a study of wealth and, on the other, and more im¬ 
portant side, a part of the study of man”.^ 

Economics and Mat^al Welfare s Opinion on any prob¬ 
lem of Economics is necessarily an ‘amalgam of science, philo¬ 
sophy and practical wisdom.’ Hence, there is sufficient room 
for disagreement amongst thinkers. 

Writing in his Modem Utopia, observes Mr. H. G. Wells, 
“from its beginning the earthly study of Economics has been in¬ 
fertile and unhelpful because of the mass of unanalyscd and 
scarcely suspected assumptions upon which it rested. The facts 
were ignored that trade is a by-product and not an essential 
factor in social life, that property is a plastic and fluctuating 
convention, that value is capable of impersonal treatment only 
in the case of the most generalised requirements. Wealth was 
measured by the standard of exchange. Society was regarded 
as a practically unlimited number of avaricious adult units in¬ 
capable of any other subordinate groupings, than business part¬ 
nerships, and the sources of competition were assumed to be 
inexhaustible. Our liberation from these false presumptions 
through the rhetoric of Carlyle and Ruskin and the activities of 
the socialists is more apparent than real.” 

No wonder, therefore, that even to-day the bewildered com¬ 
mon man asks : Is, then. Economics really a Science of the sel¬ 
fish pursuit of wealth ? Does economics study only the causes 
of material welfare ? 

Description of the science as ‘an enquiry into the nature 
and causes of wealth of nations’ or as the 'lienee which treats 
of those social phenomena that are due to the wealth-getting 
and wealth-using activities of man,* evidently has contributed 
f ^ the confusion of the lay man. 

2 Marihatt---Ecoiioinics of hidustiy. Book I, Ch. I, p. 1. 
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The task of the Economist is to ensure wise, that is, the 
most judicious and profitable use of the scarce resources with a 
view to augment human well-being. Such use of the scarce 
resources just implies certain activities—economic activities 
—undertaken to promote welfar?. Economics, thus, is simply 
a '‘study of human behaviour.” And it is, therefore, a gross 
error to condemn the science as th^ selfish pursuit of wealth. 
Instead, the chief purpose of economics is, as says Prof. Fisher, 
“to set forth the relations <rf wealth to human life and welfare.” 
“The immediate object of Economic action”, observes Prof. Clay 
in his Economics for the General Reader, “is wealth, but the 
ultimate object is welfare, to which wealth is a means.” Evi¬ 
dently, again, when Cannan said that Economics ‘deals with the 
causes of the material welfare or wealth of human beings’ he 
just meant by wealth the ‘scarce resources* brought into use for 
satisfying human wants, which, in other words, means, for in¬ 
creasing human welfare. 

The concept of welfare, however, is a very broad one. It 
should for instance, imply physical, mental as well as moral 
welfare. What, then, it may be asked, do we mean by materal 
welfare ? “The range of our inquiry becomes restricted to 
that part of social welfare that can be brought directly cr in¬ 
directly into relation with the measuring rod of money. This 
part of welfare may be caUed... .economic welfare. Economic 
welfare is the subject matter of economic science.”^ Prof. 
Robbins, however, disagrees with this view. “Is it not mislead¬ 
ing”, asks he, “to go on describing Economics as the study of the 
causes of material welfare ? The services of the opera dancer 
are wealth. Economics deals with the pricing of these services 
equally with the pricing of the services of a cook. Whatever 
Economics is conc&ned with, it is not concerned with the causes 
of material welfare as such.” Robbins would, therefore, define 
Economics as the science, “which studies human behaviour as a 


1 Pigou—Economics of Welfare. 
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relationship between ends and scarce means which have alter- 
nate uses”.^ 

Conclusion : Innumerable competing wants, more often 
unfulfilled than not, and scarcity of the material resources with 
which to satisfy them are then the problems before the Econo- 
mist. “Economics”, rightfy says Cairncross, “is the study of the 
influence of scarcity on hutnan conduct in circumstances where 
men have freedom of choice in allocating scarce resources bet¬ 
ween competing wants.”® It just studies how people attempt 
to “accommodate scarcity to their wants and how these attempts 
interact through exchange”. 

The task of the economist, as we have mentioned above, is 
to ensure the best, that is, the most advantageous use of the 
scarce resources to maximise human welfare. The science of 
economics is, therefore, not a mere ^technique of reasoning’; it is 
more than that. It is not studied for the sake of knowledge as 
such. We'study Economics to ‘obtain guidance in the practical 
conduct of life and specially of social life’.* And it is the ‘pro¬ 
mise of fruit’ and not ‘of light’ that enthuses the student to 
stud)^ economics. For, economics is a ‘study of mankind in the 
ordinary business of life’ and, “it is not in the ordinary business 
of life that mankind is most interesting or inspiring. One who 
desired knowledge of man apart from fruits of knowledge would 
seek it in the history of religious enthusiasm, of martyrdom or 
<of love; he would not seek it in the market place. When we 
elect to watch the play of human motives that are ordinary— 
that are sometimes mean and dismal and ignoble—our impulse 
is not the philosopher’s impulse, knowledge for the sake of 
knowledge, but rather the physiologist’s knowledge for the heal¬ 
ing that knowledge may help to bring”.^ 

Can we regard Ecdnomics as a Science ? Physics, we 

^ The Nature and Significance of Economic Science: Ch. I. 

® Introduction to Economics, p. 7. 

^ Marshall—Prmciples, Book I, 

4Pigou-^Welfare, Ch. I. 
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know, deals with facts as they are and hence it is regarded as a 
Positive Science. Ethics, on the other hand, is concerned with 
‘what ought to be’ from the moral standpoint and therefore it 
is known as a Normative Science. With what Economics is con* 
•cerncd ? As we know, Economics is simply ‘a study of men as 
they live and move and think in the ordinary business of life.* 
Should we, then, regard Economics as a Science or not ? 

Political Economy, to Aristotle the Greek Philosopher, was 
an art of providing a revenue for the State. For years follow¬ 
ing, in Europe at least, the idea worked that political economy 
was an art of making a people wealthy and powerful. Now-a- 
days, however, economies is studied as a Social Science and hence, 
more emphasis is laid by modern thinkers on the scientific 
nature’ of the subject. The arguments in support of the modern 
view are the following. 

Like any other science the science of economics is also a 
systematized body of knowledge dealing with ‘man’s actions in 
society in relation to wealth.’ How can, it may be reasonably 
asked, economics as a science afford to generalise ? For, behind 
actions men have motives. And is it possible to measure hu¬ 
man motives ? 

Of course, human motives are very complex. But it should 
be remembered that we are concerned with the study of ‘real 
men’ and not of ‘fictitious men’ or ‘economic men.* Moreover, 
economics “concerns itself chiefly with those motives which 
affect, most powerfully and most steadily, man’s conduct in the 
business part of his life.’’* And the ‘steadiest motive to busi¬ 
ness work is the desire for the pay which is the material reward 
of work.*- It is, of course, possible that some men may be 
influenced by their ‘personal affections’ and others by their 
‘conceptions of Aty* and reverence for ‘high ideals*. But even 
as free agents, men, we can safely generalise, act as rational be¬ 
ings and under similar circumstances they normally act in simi- 

1 Marshall—Economics of Imiustry, p. 10. 

^Ibid 10 . 
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lar ways. “The uniformity in reason implies some uniformity 
in human affairs, i.e,, law in human affairs/’ And as in the cases 
of the physical sciences, these laws, normally speaking, hold good. 

Granting even that men acting from similar motive, are 
likely to act in similar way, cin we claim that economics as a 
Science is as exact as any other positive science ? ‘The motive", 
says Marshall, ‘is supplied by a definite amount of £ s. d., and 
it is this definite and exacf' money measurement of the steadiest 
motives in business life, which has enabled economics far to 
outrun every other branch of the study of man. Just as the 
chemist’s fine balance has made chemistry more exact than 
most other physical sciences, so this economist’s balance, rough 
and imperfect as it is, has made economics more exact than any 
other branch of social science.”^ “But of course,” adds Mar¬ 
shall, “economics cannot be compared with the exact physical 
sciences'; for it deals with the ever-changing and subtle forces 
of human nature.”® 

Critics, may however, point out that subsequent events 
may belie such generalizations in economics. Granted, that 
since economics deals with such a complex phenomenon as man, 
a free agent and his ‘motive’, economic laws are less exact and 
sometimes any prediction may not come true. But this may 
be the case with the physical sciences loo. Foi* instance, the laws 
of Chemistry tell us that the combination of atoms of oxygen and 
hydrogen will form water. But this is so only under certain 
conditions of atmosphere i.e,, of temperature and pressure. If 
these conditions are absent, then the combination may not form 
water. In the same way, if there be no counteracting factor, 
then the predictions in economics also are likely to come true. 

The claim of economics to be regarded as a science then 
is rightly justified, firstly, because the ecoffbmists ‘deal with 
facts which can be observed, and quantities which can be mea¬ 
sured and recorded; so that when differences of opinion arise 

1 Ibid 19. 

^Ibid 19. 
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with regard to them, the dijBferences can be brought to test of 
public and well established records; and thus science obtains 
a solid basis on which to work. In the second place, the prob¬ 
lems, which are grouped as economic, because they relate spe¬ 
cially to man’s conduct under the influence of motives that are 
measurable by a money price, are found to make a fairly homo¬ 
geneous group*.^ 

It may be, however, of some interest to give the view of 
Prof. Pigou in this connection. According to him, economics 
is a science and not an art, but it is the type of science adapted 
to form the basis of an art. The ‘type of science’, observes he, 
“that the economist will endeavour to develop must be one 
adapted to form the basis of an art. It will not, indeed, itself 
be an art, or directly enunciate precepts of government. It is 
a positive science of what is and tends to be, not a normative 
science of what ought to be. .there are two main types of posi¬ 
tive science. On the one side are the sciences of Formal Logic 
and Pure Mathematics, whose function is to discover implica¬ 
tions. On the other side are the realistic sciences, such as 
physics, chemistry, and biology, which are concerned with actual¬ 
ities—it must be the realistic, and not the pure type of science 
that constitutes the object of our research. We shall endeavour 
to elucidate not any generalised system of possible worlds, but 
the actual world of men and women as they are found in expe¬ 
rience to be.”® 

Economic Laws t Laws, as we know, may be Customary, 
Statutory, Moral or Beligious. It is obligatory to obey these 
laws since these are in the nature of commands. Not* so, how¬ 
ever, are the laws of Natural Sciences. They are just relation 
between cause and effect. That is, they imply that a deflnite 
result will follow trom a definite cause. Every cause has a ten¬ 
dency to produce some definite result, if however, nothing occurs 
meanwhile to hinder it. 

^ Mar8ludl~Prindples, Bk. I, Ch. I. 

aPigou-Wclfare. 
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In Physics, the law of gravitation, for instance, states how 
two things, in the absence of any counteracting cause, move 
towards one another at a particular ratio. And with the help 
of this law, it is possible on the pari of Astronomers to predict 
much in advance, the exact time of occurence of eclipses, lunar 
or solar. 

Can the laws of Econ^ics be said to be as exact as the laws 
of Natural Sciences ? Of course, not, and for the obvious reason 
that they deal with such complex phenomena as "human motives* 
which cannot be observed. Naturally, accurate generalisation 
is impossible. Laws of economics, therefore, are less exact than 
the laws of natural sciences. Nor are they universally true as 
the laws of the natural sciences are. Take, for instance, the 
Law of Demand which states that if the price of any article 
rises then the demand for that article will fall. Ordinarily, i.a., 
in the absence of any counteracting forces, this is likely to hap¬ 
pen. But it is just possible that people apprehend, say, a 
famine or a war, and therefore in order ta tide over the period of 
famine or war, they want to store the article in question. In 
such circumstances, therefore, the demand will rise and not fall 
even if the price rises. Justly remarks Marshall that ‘the ac¬ 
tions of men are so various and uncertain that the best state¬ 
ment of tendencies that we can mdke in a science of human 
conduct, must needs be inexact and faulty*.^ He, therefore, 
flraws our attention to the laws of less exact sciences a.^., the 
science of tides, which explain the rises and falls of the tide twice 
a day under the influence of Sun and Moon. And it is possible 
that “having stndied the lie of the land and water all round the 
British Isles, people can calculate beforehand when the tide 
will TprohMy be at its highest on any day at London 
Bridge or at Gloucester; and how high it wiB be there/*® But 
we know that the whims of nature can hardly be predicted and 
therefore it is also equaUy possible that, ‘a heavy downpour of 

^Ecoaomicfl of Industry, p. £4. 

^ U, 



INTRODUCTION 


9 


rain in the Thames Valley or a strong north-east wind in the 
German Ocean may make the tides at London Bridge differ a 
good deal from what had been expected.”^ It is, therefore, 
wise to use the word ^probable’, which the astronomers can avoid 
when forecasting about eclipses? 

*‘The laws of Economics”, therefore, says Marshall, “are to 
be compared with the laws of tides ^rather than with the simple 
and exact law of gravitation.” For, in economics, it is difficult 
to vouchsafe, that certain result will tollow from certain causes. 
Because, the counteracting causes which may be in operation, 
will vitiate our conclusion. But 4f the other things remain the 
same*, that is, in the absence of any counteracting cause, the laws 
of economics also do hold good. Laws of Economics, there¬ 
fore, observes Seligman, arc ‘essentially hypothetical*. “We 
must be quite sure” says he, “that the premises are true to ac¬ 
tual life before we can draw a conclusion applicable to existing 
facts.’* Or else, “so far as the premises are only partially true, 
the conclusions are only partly valid”.^ 

. Of course, human efforts can modify facts and hence, the 
validity of conclusions in the science of economics has to be 
fenced by the condition, that the ‘other things remain un¬ 
changed*. Can we, therefore, hold that the laws of economics 
are useless since they are merely hypothetical ? Obviously, 
we cannot. Because, the laws of other sciences too are hypothe¬ 
tical in the same way. That is, they too state that certain 
cause will produce certain result if, of course, nothing happens 
meanwhile to hinder the ‘working of the cause*. The law of 
gravitation, for instance, tells us that things will fall to the 
ground. Usually, this is what happens.^ But if you fill up a 
balloon with gas lighter than air and leave it, then it won’t fall 
to the ground, fnstead, it will go up inspite of the tendency . 
of the gravitation to make it fall. Evidently then, the Validity 
^of such an exact law as the law of gravitation is conditioned by 

i/buf u. 

Seligman—JMndples of Elcohomitis. 
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non-operation of any counteracting cause. In other words, it 
holds good if other things remain the same. And economics 
just like other sciences studies the effects of certain causes *not 
absolutely* but subject to the condition that the other things are 
equal and that nothing occur^to hinder the operation of the 
causes.* 

Methods of Study: ^The student of economics, like the 
student of any other science, has to carry out investigation in 
order to discover the relations between the cause and the effect. 
He too, has to collect facts, arrange them and draw inferences 
by interpreting them. And the methods which are used for in¬ 
vestigation are (1) Deductive or Abstract (o prion). (9^) In¬ 
ductive or Historical (a 'posteriori) and (3) Mathematical 
method. 

Deductive Method i The ^reasoning from general prin¬ 
ciples to particular facts is called deduction.* 'that is, conclu¬ 
sions are drawn from certain general principles. Such a general 
principle, for instance, is that when more and more of labour 
and capital will be applied in the cultivation of a plot of land 
the 3deld will increase less than proportionately, unless, of course, 
there is an improvement in the art of agriculture. And the con¬ 
clusion drawn from this broad principle is the accepted Law of 
Diminishing Returns. Or, take again, the Law of Demand de¬ 
rived from the general principle that if the price falls then the 
demand rises and if the price rises then the demand falls. 

Criticiam t This then, is the deductive method of arriv¬ 
ing at particular conclusions from certain general laws about 
Nature and human motives in society. And the classical writers 

* CertftiQ lawi in eoonranics lune os true as the Laws of Physicifd Sciences. 
For instance, tke Law of Diminishing Returns, whidi though may be held in 
dbedc tempmau% by improved methixls of cultivatioa yet cannot be held in 
dmdc permanendy. 8o<^ w later the tendency to diinhiidung returns wilf 
be evident. Or, take lyjain, the law of diminishing ut9j^ whi^ sta^ that 
the utOity of na additii^ unit of a oommodity to a RMu' dm^islies with 
every increase in the stodc possiessed by faun. There an^ again, certain laws 
whkh are amomaUe a.g., the law tfai^ a country can aceum^te capital only 
when its incdnie is more than ita ezpenditure, mily when there is a suiplw. 
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e.gr., Ricardo, Senior, Mill, Caimes popularised this method bjr 
applying it in their investigations. 

It has to be admitted that this method has been very help*^ 
ful in drawing certain useful conclusions in more than one 
branch of the study of the scienfe of economics. The method 
has also the merit of being simple. But it is also equally true 
that the advocates of this method in their haste, ignored facts- 
and the importance of verifications. iJniversality or permanence 
of the conclusions arrived at by this method are not often 8ubs> 
tantiated by facts. So far as the premises are not correct the 
conclusions necessarily will be mistaken. Moreover, the ever 
changing circumstances and insufficient data available at any 
particular time also present considerable difficulties in drawing 
conclusions by deductive method which will be universally ap¬ 
plicable and permanently true. 

Indufstive Method : The 'reasoning from particular facts 
to general principles is called induction*. That is, unlike the 
deductive method, in this case, certain facts from history or 
other records e,g., statistics, are collected, carefully observed and 
examined and then, that is, after examining sufficient number 
of particular instances, conclusions are drawn. This method 
was popularised in Germany by Roscher, Knies, Hildebrand 
of the German Historical School and in England by Cliffe, 
Leslie and others. 

CritieisDi s The chief merit of this method is that the 
conclusions reached with its help are corroborated by facts. 
By referring to facts, it tests and corrects the conclusions of the- 
abstract method of deduction and hence, is an indispensable 
auxiliary of the deductive method. 

It is true that^the importance of facts in any science can¬ 
not be ignored. But facts are after all facts and mere collection 
of them will not bear any fruit, or by themselves, they cannot 
go to make a science. Every science, as we have known before, 
is more or less hypothetical in nature. That is, rational gene-: 
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ralisation from certain hypotheses is indispensable for all sciences. 
We cannot, therefore, do away with the deductive method. 
Again, as a social science, economics is connected with the 
motives and actions of men, which it is difficult to observe and 
it is also likely, that often plifrality of causes will lead to inter- 
mixture of effects. Induction, unaided by deduction, therefore, 
has but a limited scope. 

e 

Mathematical School i Economics, according to this 
school, is concerned with enquiries dealing with quantitative 
relation. For instance, it deals with enquiries into Supply, and 
Demand as regulators of value, or, again, into the changes in 
the purchasing power of money etc. Some economists, viz., 
■Cournot, Jevons, etc., therefore held that economics is essen¬ 
tially mathematical in character. The importance of the quan¬ 
titative' aspect of the phenomena with which economics deals, 
however, cannot be denied. And this mathematical method helps 
in avoiding the errors of reasoning and has the merit of guaran¬ 
teeing precision in the abstract reasoning which the science of 
economics often calls for. This method, again, is helpful in so 
far as it explains the mutual dependence of such economic pheno¬ 
mena as Supply, Demand and Price. But it is to be noted that 
for mathematical method exact numerical premises are needed 
and since we hardly have any exact numerical premises in eco¬ 
nomics, the method, it is argued, should be avoided. Besides, 
this method will introduce difficulties and complications which 
it is difficult for the layman to understand. 

• 

Condueioii t There is not any one method of investiga¬ 
tion, observes Marshall which can properly be called the me¬ 
thod of economics. He, therefore, suggests that every method 
should be made serviceable in its proper place, either singly or 
in combination with others. It is therefore^ mistake to think 
that there is any rivalry or opposition between these methods. 
I^of. Schmoller, w;hom Marshall has quoted, nicely remarks, 
that, indiictioD and deduction are *both needed for scientific 
thought as the right and left foot are both needed for walking. 
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They rest on the sapie tendencies, the same beliefs, the same 
needs of our reason.’ , 

Relatloa of Economics to other Social Sciences s Eco¬ 
nomics is a social science dealing«with man as he lives, moves 
and thinks in society. Every other social science, which there¬ 
fore, deals with man and society, makes researches for the bet¬ 
terment and welfare of man and the* 80 ciety he lives in, must 
necessarily have points of contact with economics. Again, any 
improvement in any branch of social science will have necessary 
rcpurcussion on the economic life of man just as any change in 
the economic life of man will have favourable or adverse reaction 
on many other allied social sciences. It is, therefore, helpful to 
make a brief study of the relation which economics has with 
some other social sciences, e.g», Sociology, Politics, Ethics, 
and History. 

Economics and Sociology s Comte, the Positivist philoso¬ 
pher of Prance would not regard economics as a separate social 
science. Social phenomena, in his opinion, are not only com¬ 
plex, they are intricately interwoven with each other, always 
acting and reacting upon one another and undergoing continu¬ 
ous changes. It is, therefore, futile to single out any aspect of 
social life and make a special study of it. And since sociology, 
observes Comte, is the only science of society which deals with 
every aspect of social life, viz.. Historical, Political, Economic, 
etc., there is no point in studying economics separately as a 
distinct science. Instead, he suggests, that it is better, that it, 
i.e., economits should be studied within the general social science 
of sociology. 

It is permissible, therefore, to ask: Is there, then, any neces¬ 
sity of studying eqpnomics separately ? Of course, economics 
does not ckim to be an all-embracing social science. It is con¬ 
cerned mainly with one aspect oi social life—^the economic as¬ 
pect. But in its limited sphere it has its own aims which are 
not identical with the aims of sociology. It is therefore, Use¬ 
less as Marshall says, *to speak of the higher authority of a uni- 
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:£ed social science. No doubt if that existed economics would 
gladly find shelter under its wing. But it does not exist; it 
shows no signs of coming into existence. There is no use in 
waiting idly for it; we must do all that we can with present re¬ 
sources.” Granted, therefore, that even if economics be regard¬ 
ed as a branch of sociology, the general science of society, the 
problems of economics, ^stinct as they are by nature, need 
special study and research. And the social phenomena which 
■are to be studied within the scope of economics, although "inter 
woven’ with other innumerable social phenomena, for purposes 
of enquiry and research, can to a reasonable extent be separated. 
Modem thinkers are, therefore, of opinion that economics 
should be studied separately and not within sociology, if it has 
to attain the exactness of a science. 

Economics and Politics i Problems of any modem coun¬ 
try may be broadly divided into Political and Economic. And 
these problems are so overlapping that it is well-nigh impos¬ 
sible to demarcate their respective provinces. A tax, for ins¬ 
tance, presents problems both for the economist (in so far as 
the raising of the revenue of tiie state is concerned) and also 
for the politician (in so far as the reaction of the people is con¬ 
cerned). It is a matter of common knowledge that economic 
institutions of any country can thrive only under suitable poli¬ 
tical system just as economic conditions have a great bearing 

• on the political institutions of the country. Again, the charac¬ 
ter of the government of any country much depends upon the 
progress of the country in its economic sphere. Also, the problems 

• of production, distribution, exchange etc., though, strictly speak¬ 
ing, are problems of economics, yet politics has much to do 
in. ensuring the smooth production, equitable distribution and 
frictionless exchange. For, without suitable legislations it is 

' difficult to go very far in these spheres. The economic progress 
of a country laigdy depends upcm suitable lei^tion, 

Extensive eccmomic actmties on ^ pait of the political 
.puthorit^ of these days, allocating country’s resources, con- 
wffing eertamjndu8yes> etc., am|dy demonstrate how closely 
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these two sciences are connected though strictly speaking each 
lias its own scope which is limited. 

Finally, we may conclude by saying that if economics is 
concerned with our wants for food, clothing and other material 
things and services, politics is Concerned with our wants for 
things like 'equality, justice and order.’ And if by increasing 
production or 'reducing pressure of scarcity’ economic wants can 
be satisfied, then these wants can be satbfied^by 'making people 
behave in a certain way.’ A country’s over-aU progress there¬ 
fore calls for close co-operation between the economist and the 
politician for progress in one sphere much depends upon the 
progress in the sphere of the other. 

Economics and Ethics t Ethics is concerned with the 
moral behaviour of man and has for its object some moral stan¬ 
dards which men must strive to attain. Economics, on the 
other hand, we know is the study of man in the ordinary busi¬ 
ness of life. That is, while studying economics, we are concem- 
•ed only with those activities of men which are regarded as eco¬ 
nomic activities. We must, however, eradicate the misgiving 
that economic activities imply activities indulged in by men 
for amassing wealth only. The aim of the study is to increase 
the welfare of the society. Material wealth is just a means to 
achieve this end. But notwithstanding the apparent division 
of their respective domains these two social sciences, ethics and 
economics, are not mutually exclusive in their ultimate aim. Bet¬ 
ter moral standard is as much necessary for the welfare of man 
as is his better economic condition. To take an instance, extreme 
poverty often leads to begging. And perhaps nothing degrades 
man morally so much as does begging, A.e., poverty. So the 
problem of begging in a modem society causes as much worry 
to the economist as it does to the moralist who is conscious of 
the evils it breeds. It is, therefore, rightly said that every 
problem of economics has an ethical aspect just as there is an 
ecmiomic aspect of any problem of ethics. Problems of econo¬ 
mics are problems simply because the economist is concerned 
ivith the maxhnttm social welfare-—his ideal, and ethics luurmudh 
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to contribute to attain this ideal. Hence it has been rightly ob¬ 
served, that economic science is chiefly valuable ^'neither as an 
intellectual gymnastic nor even as a means of winning truth for 
its own sake, but as a handmaid of ethics and a servant of prac¬ 
tice.” 

Economics and History s If the economist strives to 
build up a bright future for mankind then obviously he has to 
draw inspiration and gain^expcrience frpm the past. History 
furnishes a chronological record of past events. And a study of 
these is essential for the student of economics to avoid errors. 
Besides, the present day economic institutions have been largely 
influenced by the economic history of the by-gone ages. And the 
modern theories of economics, for instance, the theories relating 
to production, distribution, exchange etc., are also in no small 
measure influenced by the history of past events. Similarly, 
many of the accepted theories of the present age may be 
rejected, or, their defects, if any, may be remedied by the eco¬ 
nomists of tile ages to come. It is, therefore, evident that the 
relation of history and economics is inseparable, and the know¬ 
ledge of the one is incomplete without the knowledge of the 
other. 

Importance of Economic Studies t In the present day 
set-up of the world with hundreds of complicated problems, it 
is difficult to ignore the importance of economic studies. Not 
that the study of economics will solve every problem but a 
careful and scientific study of it will help in understanding the 
nature of these problems and, therefore, efforts may be made 
in the right direction to find out proper solutions of these prob¬ 
lems with all possible avoidance of wastage. 

One significant fact of which every intelligent man is cons¬ 
cious to-day is that while our resources are extremely meagre 
and limited, the wants which are crying for satisfaction are too 
many. And it is a common experience, of perhaps all of us, 
that we have to forego some o^er thing if we choose to have 
^nie thing. Fear, we do not have enouj^t means to satisfy att of 
owi wants. Ecohomks imly suggests t&i way in which we can 
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possibly satisfy our wants as far as possible with the minimuni 
of sacrifice and wastage. Again, as the problems of the world 
are becoming more and more complicated, the confusion and 
the misgivings of the average ’man are becoming more and 
more. It is rightly said, that, egonomics ^*is to these miscon* 
ceptions what chemistry is to alchemy,’ or astronomy to astro¬ 
logy. It does not furnish a panacea or a creed. But it does serve 
the negative purpose of discrediting the crank and the charla¬ 
tan ; and it inculcates a technique of thinking without which 
a sound judgement of affairs is hiird to come by.”^ 

It must, however, be remembered that although the study 
of economics helps us to remove our misconceptions, the science 
itself is neutral between ends. It will be an error if we muddle 
up economics with ethics. “There can be little doubt” says Bob¬ 
bins, “that one of the greatest dangers which beset the modem 
economist is pre-occupation with the irrelevant-—the multiplica¬ 
tion of activities having little or no connection with the solution 
of problems germane to his subject.”^ 

Economics, thus, trains the mind for sustained and impar¬ 
tial thinking about the problems of society. By studying econo¬ 
mics one is in a better position to look at all sides of any problem 
without any bias and to give a balanced judgement. 

Earlier thinkers were therefore grossly mistaken when they 
decried the science as the gospel of Mammon. The student of 
economics has no 'special veneration’ for money but as a prac¬ 
tical man of affairs he cannot afford to minimise the importance 
of the influence of money in human conduct. Evils of unem¬ 
ployment and the dire consequences of poverty on body and 
mind of man are too glaring to be ignored and too painful to 
endure. If the efforts of the economist help us to eradicate 
these evils with the apparatus of thought which the economic 
theory provides him tiien indeed we can hardly deny that the 

^ CairncKWB-—Introduce to Economics, p. IS. 

^Bobbins—An Essay on the Natiue and Signfiicanoe of Ecmiomio 
Sdenoe, p. 8. 
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Society needs both the economist and his apparatus of thought 
—the ‘eddndmSc 'theory. 

Satisfactory solution of all these problems, which otherwise 
means, curing the ills the society suffers from at present is vital¬ 
ly linked up with the wdfare^of human beings. And if a study 
of economics by helping our statesmen to train up their minds 
for rational and scientific thinking helps them to have a correct 
I)er8pective of values anS a balanced and reasoned judgement, 
we can ill afford to minimise the importance of the study of 
such a he^ful science as is economics. 



CHAPTER % 

SOME FUfiiDAMENtAL CONCEPTS 

Goods t Goods in economics mfer to those desirable 
things which are capable of satisfying human wants. A 
machine, food, skill of an artist or^e courage of a soldier^ 
all are therefore goods in economics but obviously, they do not 
belong to the same class or category. Economists, therefore, 
have classified goods in the foUowing way. 

Material Goods : These refer to those material things 
which are useful e,g„ a type-writer machine, or a building, etc. 
These are transferable goods. Material goods may also be non- 
transferable e.g, sunlight or climate of a place. 

Personal Goods i These again may be transferable like 
the goodwill of a business or non-transferable, i.e., that part df 
a man’s business relations which depends upon personal trust 
in him. 

Both these goods viz,t transferable capable of being 
bought and sold, or non-transferable, are external goods. Simi¬ 
larly, there are certain goods which are internal, personal and 
non-transferable, s,g., the voice of a musician or the skill of a 
surgeon. 

Free Goods and Economic Goods s There are certain 
goods which are not the results of human efforts but are the 
gifts of nature a.y., sunshine, rains, sands in the desert etc. 
These goods in economics are known as free-goods. Abundant 
supply in relation to demand) taxd the absence of man^s 
efforts in their production are the characteristics of these free- 
goods. On the other hand, anything whose supply is limited, 

whose demand is .more than the supply and which is the 
result of hunuin labour is known as appropriated goods or eco¬ 
nomic goods. 

Goods which are ftee in one pkce or at one tune may, 
however* become economic goods at any othe^ place or time. 
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Water by the side of a lake or the sands in a desert, for ins¬ 
tance, are free goods. But in cities where there is scarcity of 
both water and sands these will be economic goods. 

Gipital Goods and Conigimption Goods s Goods which 
are the results of man’s previous efforts and. cannot be consum¬ 
ed immediately but are to be used as means of further produc¬ 
tion are known as capital goods e.g., a machine. Again, there 
are goods which are consumed directly, Le., from these goods 
we derive enjoyment directly. These are known as consump¬ 
tion goods e.p., foodstuff, garments etc. 

Public Goods t By public goods Taussig refers to those 
economic goods, which, although involve efforts and expense 
but are supplied gratuitously to individuals. That is, though 
they are free to the users they are not really free goods e.g., 
water at the public fountain, parks, museums, bridges etc. 

Utility : t By goods in economics thus we mean those 
desirable things which are capable of satisfying human wants. 
Now, this quality or the capacity of satisfying human wants, 
in economics is called, utility. Anything, therefore, which has 
the capacity of satisfying human want is said to have utility. 

The concept of utility is purely psychological and correla¬ 
tive to desire or want.* And since it just, means want-satis¬ 
fying power, the concept is devoid of any moral significance. 
Consumption of liquor, for instance, may not be morally justi¬ 
fied but on this ground we cannot say that wine has no uti¬ 
lity. Wine has utility, for, it has the want-satisfying power. 

Utility, as it has been observed, ’^expresses a relationship 
between a subject and an object from the point of view of the 
problem of want-satisfaction.”^ 

fFonos of utility discussed in Ch. 5 (Production). 

* Of course, ^before biu^ any artide one ratimates the utility he 
from it. But it b possible that he made a irrong esUniate and therefore, 
after bitying he finds ^t he gets less satisfactiou than vhat he had eapeded. 
It .^.thmefors, not always coeiect tb hdd that utilHy means the satisfactum we 
from the thinga we buy... It only means the inteodty of desire fiar a thing. 

'/. '7 iShic OdhT^pements d[. Economic Theory, p. fiS. 
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Wealth 3 By wealth or economic goods Prof. Taussig 
means “those goods which men want, which are not free, and 
which present the problems of effort of the organisation of 
industry.”^ A free gift also according to him may become 
wealth if its supply is limited iif quantity, e.g,, water in cities 
where the supply is scarce. 

A man’s wealth, according to itfai-aimii nAndei-e Af chaK 
material goods as houses, furniture, etc., and also ot non-mate¬ 
rial goods like the goodwill, of a business which can be sold. 

According to Seligman, anything which can be exchanged 
is wealth. This, according to him, means that a commodity 
in order to be regarded as wealth must have four qualities viz,, 
(i) utility, i,e,, if it is not useful not able to satisfy human 
want) no one will want it. (ii) It must be appropriable, i.e., 
if it is not so, then no one can get it; (iii) it must be external, 

if not so, then no one can part with it; (iv) it must be 
limited in amount ije„ if its supply is abundant then no one 
will give anything for it.^ 

To sum up, then, wealth in economics means those eco¬ 
nomic goods which have utility, which are scarce in supply, 
and which are transferable, t>., external possessions of man. 
In includes transferable material goods, like house, furniture, 
etc., and non-material goods like the goodwill of a business 
etc., which are transferable. But a man’s personal faculties 
and habits, wMch though contribute directly to make him 
more efficient and may help him in acquiring material goods, 
are excluded.* 

I 

Collective Wealth i There are certain goods the benefits 
from which are derived by all the members of a state or a 
community, e.g., roads, bridges, parks, etc. That is, one has 

i Prindples, Vol. L • 

3 Seligman—Prindples of Economics, Ch. I. 

* These could be iaduded in Tetsond vealth* of a man, but this would 
sMxonbqg to If^whall cause oonfudon. Hence, according to him wealth sim*. 

diodd always mean extenud wealth only. 
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as much claim to these goods as every other member of the 
state or the community has. So, these cannot be mdodcd in 
the wealth of any individual. These are, therefore, said to be 
cdlective goods or wealth, ks., they are not in private owner* 
ship. » 

_ * t 

National Wealth s National wealth or the Social wealth of 
a country is the aggregate ^alue of (i) the wealth of the indivi¬ 
duals of the country (ii) the country’s investments abroad (iii) 
collective properties which are owned by the public authorities. 
From this aggregate, however, will be deducted the debts, if 
any, of the public authorities. And the wealth which might be 
owned by the foreigners inside the country, of course, will be 
excluded from the national wealth. 

Should we, it may be asked, include the free gifts of nature 
in the national wealth ? There is no unanimity of opinion in 
the matter. Some economists, e.p., Seligman etc., hold that 
these free gifts are the basis of wealth but not wealth by them- 
sdves and therefore, diould not be induded in the National 
wealth. Marshall, however, would like to include the Thames 
in the national wealth of England though it is a free gift of 
nature. Some German economists go still further and hold 
that the orgmiisation of a free and weO ordered state is an de¬ 
ment of national wealth. 

Wealth and Welfare s So close is the connection bet¬ 
ween wealth and wdfare that for the ordinary man there hard* 
ly exists any difference between them. That is, to him more 
wealth simply means more welfare. But is it reahy so ? Does 
an increase of wealth guarantee increased wdfare ? Not neces¬ 
sarily. For. instance, better roads, better houses etc., are ob¬ 
vious indicathms of a nation’s wealth. But it is just possible 
that the inhabitants of a country ha^g palaces, etc., mostly 
rot in penury and are Illiterate, ill-fed, ill-dad, and over^worked. 
Here at least, we find that more wealth does not mean more wd- 
faiOv <hi the odier hand^ wealth has hnsreased at tiie cost df 
tl^ welfore of the peo|de M the coun^. minh j^pends. 
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on the way the increased wealth of a country is distributed 
amongst the people. Unequal distribution, t.e., making the 
rich richer and the poor poorer will mean a definite loss of 
fare. 

Wealth, therefore, is not identical with welfare. Nor does 
accumulation of wealth guarantee increased welfare. ‘^Wealth 
is a stock of goods, welfare a state ^ mind. Wealth may be 
creative of welfare by satisfying our wants; but it cannot be 
welfare.”* 

It is, however, to be admitted that an increase in welfare 
largely depends upon an increase of wealth, just as, a loss of 
wealth is sure to decrease the welfare of the people of a country. 

Value t As we know, the term value is used in more 
senses than one. We say, for instance, that the teaching of 
Oita is very valuable. Natundly, we have in our minds the 
religious or the moral value. Or, again, when we speak of the 
high value of, say, Beethoven’s music, we use the word in 
the sesthetic sense. Thirdly, when we speak of the value of 
fresh air or pure water, we mean their usefulness, their value- 
in-use or utility. The term value is used in yet another sense. 
When we say that the value of gold or silver is very high we 
use the word in this sense. Here, by value, we mean the ex¬ 
change value of gold or silver, is,, their power in exchange. 
Value-in-exchange or the exchange value of gold or silver means 
simply how much of other commodities can be obtained in 
exchange of a certain amount of gold or silver. 

In which s^se, then, should we use the term value in Eco¬ 
nomics ? In economics, the term is used in Uie last sense, is,, 
by value in economics we should mean the exchange value or 
the power in exchange of a thing. 

Value imd Utility.! Utility or usefulness only then dom 
not govern value m economics. Take for instance, air and 
diamond. Without air, we know, we cannot live. We, theie- 


I Cksmooei: fotrodoeto to BocHMniios, p. 15. 
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fore, cannot deny that air has immense utiUty to us. But has 
air any value in exchange ? Obviously not, for nothing pos> 
sibly can be exchanged for air. So, it does not command any 
value in the sense in which we use the word in economics. On 
the other hand, diamond is % very valuable stone, although 
men can live without having it, for, it is not useful in the sense 
in which air or water is useful to us. But diamond is valuable 
because it has high exchange value, ».e., quite a lot ci other 
commodities can be had in exchange of a little piece of diamond. 

Of course, nothing can command a great exchange value 
if it is useless or has no utility. Similarly, things which can be 
had in abundance, ix., whose supply is unlimited cannot have 
high value-in-exchange. Exchange value, therefore, is deter¬ 
mined by utility, on the one hand, and scarcity on the other. 

Value and Price : Value, then, is a relation in exchange 
or a ratio between the things which are exchanged. Value of a 
thing, therefore, simply indicates how much of other things 
will be given for it. For example, if 1 seer of sugar can be obtajn- 
ed by giving it seers of, say, wheat, then the value of 1 seer of 
sugar is equal to 2 seers of wheat. Similarly, the value of sugar 
could be expressed in terms of tea, milk, coffee, etc., if we knew 
how much of these things would be given for a certain quantity 
of sugar. But when the value of a thing is expressed not in 
terms of any other commodity but in terms of money we call 
it *pnce* Price of a thing, therefore, is its value expressed 
in terms of the medium of exchange, t.e., in terms of money. 
That is, if one seer of sugar or two seers of wheat can be ex¬ 
changed for one rupee then we will ray that the price of one 
seer of sugar two seers of wheat is Re. 1. The relation in 
^diange or the ratio of 1 seer of sugar or % seers of wheat with 

unit or units {here Re. 1) (d money is the price in economics. 
^ ^piice) thus is the ratio at whidi a commodity exchanges for 
: money. 

Can there be a g^erat rise or hXi In Values or Pkiees ? 
Now that we have known what is Value and what is pHce it is 
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not difficult to answer the question. A general rise or fall in 
values is an absurdity. Value of any commodity, say rice, is 
said to be high only when more of other commodities, e.g., 
wheat or flour etc., can be obtained in exchange of it. In other 
words, this simply means that (he value of these commodities, 

wheat, flour, etc., has fallen in terms of rice. Similarly, 
when we say, that the value of ric^ has fallen—^we mean that 
less of other commodities, €.g., wheat or flour, will be given in 
exchange of a certain amount of.rice. Hence, it means that 
the value of wheat or flour has risen. So, there can be no 
. general rise or fall in values. 

This is, however, not so with the prices. Instead, a change 
in the general prices in either direction, i.e., a rise or a faU, is 
not only possible but is a very familiar phenomenon to us. The 
reason is that other things remaining as before, if the quantity 
of money increases, whatever may be the cause, then there must 
•occur a general rise in prices. Similarly, if for some reason or 
other, the quantity of money becomes less, then a fall in general 
prices will be noticed. 

A general rise or fall in prices thus indicates a change in 
the value of money which is inverse to the level of prices. 
That is, high or low prices indicate a fall or a rise in the value 
•of money. 
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CONSUMPnON 

What is €oii8iimptioii»ln Eeonomies ? Man can neither 
create nor destroy matter. Who are then the producers and 
the consumers of the innumerable material objects we see- 
around us ? Obviously, no angel or ghost produces them or 
consumes them. The facts are that the materials of which the- 
objects are made were there beforehand and by their efforts men 
have only readjusted them in such a way as has made them 
more usdful to them. For example, by their efforts men turn 
logs of Wood, which were tiiere, into furniture which are more 
us^l than the logs of wood. When, therefore, we say that, 
men have produced them, t.a., the material objects, we mean 
no more than that they, by their efforts, have changed the fom 
of the already existing matter—^they have *re*arranged* matter 
in such a way as has made it more convenient for use. That is, 
by efforts they have made it more useful for the satisfac¬ 
tion of their wants. So, what men have cnmted is not matter- 
but the added utility which the matter now possesses by being 
re-arranged by their efforts. Similarly, these material 
objects will remain in possession of men, may be for genera¬ 
tions, until they are worn out and destroyed in course of time. 
So> while we say, that we consume things we only mean that 
we consume the utilities which these things possess while time 
destroys them slowly and gradually. And it is in thb sense 
that we are said to be consuming, say, buihffngs, motor cars,, 
furniture etc. We inde^ do little to wear them out ourselves; 
we only use them so long as we possess them and it is rime* 
whicdi wastes them gradually.* 

iroalth it aied ia tbe prodnetkm of fwtbcr mitli we would 
oall it producthre coOniiaption, ^Chit, howevor, mdudes not aU 
of fcoduettvo wofkon hut only Uua b le^umd Ibr' 
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Sources of Human Wants t It will be of immense inte< 
rest to any student of economics to know how fcom a few wants 
of men while they w^ leading the lives of savages, innumer¬ 
able variety of wants have cropped up with the progress of 
human civilisation. Hunger and ihe need of protection against 
nature and possibly against other animals were perhaps the two 
broad sources of man’s wants which forced him to act. Gra¬ 
dually, fresh wants cropped up witk the progress of human 
civilisation. Man gradually became a more thinking animal 
and outgrew the stage when his wants were few, that is, only 
those which were physiological in character and without the 
satisfaction of which it would be difficult for him to survive. 
Now he began to look for change and variety in food, for bet¬ 
ter house, dress etc., and the process continued until he learnt 
to crave for distinction. It is true, that in different parts of 
the world people live in different stages of civilisation. And 
the type of food they eat, the dress they wear, their social cus¬ 
toms, habits and tastes are different. Their nature of wants, 
therefore, would obviously, be different according to these diffe¬ 
rences in their ways of living and customs. But everywhere,, 
broadly speaking, the sources of wants are the physiological 
needs of man, his desire for change in food, dress, for better ac¬ 
commodation etc., and when these are satisfied fresh wants arise 
from his craving for distinction. 

Wants, therefore, in the earliest stages of our civilisation 
prompted men to act and stimulated their productive activities- 
But it is significant to note that satisfaction of one want or de¬ 
sire has always been “merely a step to fome new pursuit.” No> 
wonder, therefore, thajt with the progress of civilisation the 
activities in which men indulged have always given rise to fresh 
wants. And it is ceaseless process. For, in every stage of 
his progress man ’is destined to contrive and invent, to engage 

thdr efBriezuy, Mwsh a U himself, however, hrid that this distmctba 
wouhl be iidMeatipng, lor, *all wholenme eoraumpUoii is productive oS benefits, 
many dl die most wmrthy of whtdi do not doeethr oon^bute to die {woduc* 
tion of mahMrisl wnMitth.’ 
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in new undertaking; and when these are accomplished, to enter 
with fresh eneigy upon others/ Progress of science, new tastes 
<and habits, craving for higher standard of living all these ^11 
continue to increase our wants when the existing wanl^ are 
;satisfied. 

Classification of Wants: Necessaries, Comforts, Luxu- 
Ties : Human wants have been classified as necessaries, com* 
forts and luxuries. This can be illustrated by taking a list of 
the articles which a member of a middle class family of, say, 
Bengal consumes in course of a day. Two meals a day, tiffin 
twice, a cup or two of tea and possibly a few cigarettes com* 
plete the list which an adult presumably consumes in course of 
the day. 

Now, meals (rice or atta or anything) are absolutely 
necessary for his bare existence i.e,, without these it is difficult 
for him to live. So, these are called Necessaries for Ufe. 
Suitable accommodation is, of course, such a necessity. 

Tiffin, say a little amount of fried rice or things like this 
is, of course, important but we know that one can live without 
tiffin twice a day. But nevertheless, we cannot deny that good 
tiffin is pecessary for maintaining the efficiency of a man, spe¬ 
cially so, if he is a brain worker. So, the necessaries of this type 
are called Necessaries for Efficiency. 

Tea and cigarettes, however, are neither necessary for a 
man’s existence nor for maintaining his efficiency. Even then we 
know that men often forego consumption of necessaries (a.p., full 
meals or bettor tiffin etcO for consumption of tea and cigarettes. 
These are dassified as Conventional Necessaries in economics. 

It is, however, true that these necessaries for life and for 
efficiency wfil be different to different persogs or group of per¬ 
sons according as the climate of the countries in which they 
live or riie type of work tiiey do differ and a^ according as 
their Social status differs. For exam^, pee^le d tropicid or 
oold countries would reguire differed types d ddh for thdr 
nmre existence or sustenance. Similariy, a caipehter or ui 



CX>NSUMPT10N 


29' 


actress, would require different types of tiffin for maintaining, 
their efficiency. 

Gsmforts t There are certain things e,g., scented hair oil 
etc., the consumption of which is likely to increase the efficiency 
of the worker but not in proportion to their cost. That is, the- 
cost which has to be borne for consuming these articles is more 
than the likely increase in efficiency J;>ecause of their consump¬ 
tion. Such things are classified as comforts. 

Luxuries : Such articles as costly wine etc., the consump¬ 
tion of which not only does not increase the worker’s efficiency 
but is likely to decrease it, are known as luxuries. 

Luxuries, however, may be harmless e.p., costly ornaments, 
or harmful wine. 

It is, however, difficult to draw lines of distinction between 
necessaries, comforts and luxuries, firstly because, our ideas- 
about these things are constantly undergoing changes and 
secondly because, the same thing may be regarded as either 
necessary or comfort or luxury at different times and in different 
places according to the differences in climate, custom, conven¬ 
tion, occupation, social status of the consumer etc. 

Consumption of Luxuries: Is it economically Justifiable?' 

Instead of adding to a man’s efficiency, if such consumption 
is likely to diminish it, then why not stop this waste ? In other 
words, why not stop production of these hmuries, some may 
suggest. The student of economics, however, cannot give hia 
verdict so easily. He has to see, without any bias, if there w 
any valid ground of justification for the pi^uction of these^^ 
luxuries in economics. And the consuniption of the luxuries 
even if they are harmful directly may be justified on the follow¬ 
ing grounds : (t) that it serves as an incentive to work (u) that 
it encourages production of fine arts (m) that it ensures em¬ 
ployment for many. 

Now, it is argued that it is true that the consumption of 
luxums may serve as an incentive to work and lead to the 
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^growth of fine arts but cessation of the production of these 
.goods need not lead to unemployment as is apprehended. For, 
the factors of production which were so long engaged in pro¬ 
ducing luxuries, will in course of time, (if they are released), be 
•employed in the production of socially useful goods. Of comrse, 
if this happens no doubt it will be beneficial to the whole 
•community. But is it likely to happen ? We know, only the 
rich can afford to spend money on consumption of luxuries and 
thus stimulate their production. Now, more employment is 
less likely if the money, now not spent because of the stoppage 
of the production of these luxuries, simply remains in the pockets 
•of the rich people. It is undeniable, therefore, that if the pro¬ 
duction of these goods is stopped, unemployment, t.e., of the 
involuntary type is likely to follow. Mere stoppage of the pro- 
ductiqn of luxuries, in the present day capitalistic structure of 
the society will, therefore, create more problems than it will 
.s(five. If, however, the present day inequality of incomes could 
be eliminated by a redistribution of wealth, ».e., if more 
purchasing power could be made available to the middle and 
the poor classes of people, which would be spent on consumption 
•of useful goods now to be produced in lieu of the luxury goods, 
then, of course, unemployment could be prevented and the 
effects would be socially beneficial. But this brings the ques¬ 
tion of dbanging the social structure. 

Hmnan Wants: Their Characteristics t The pinch of 
unsatisfied wants is perhaps an experience which everybody 
has. This is so because there is no limit to human wants while 
the resources with which to satisfy them are extremdy limited. 
Immediately when Uie more urgent wants e.g,, want for food, 
shelter, etc., are satisfied, invariably fresh wants crop up in 
their places. Men, for instance, when the^ elementary wants 
me satisfied, may want better food, better accommodati<m, 
books, pen etc, That is why human wsiuts ^ said to be 

iUjjhongh human Wants are ui^mitedi It is, however, true 
:that piiitleular wants cik be satisfied be^Sttse there is a limit 
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to a particular want. A hungry man’s desire for food, for 
instance, will be satisfied when he is given something to eat.* 
So, we see that there is a UnUt to a 'particular want. 

Since wants are unlimited and the time and the resources 
at our disposal are very limited,^e have to make a choice from 
amongst the innumerable wants which compete with each other 
for their satisfaction. We may, for instance, have to choose, 
either to spend some money on food or on dress, or should we 
spend a holiday by joining a picnic or by taking rest at home 
etc. Wants are, therefore, said to be competitive, 

f 

Certain things, again, can satisfy our wants provided we 
have them jointly with some other things, e,g., pen and ink. 
Sin^y, either the pen or the ink will not satisfy our wants. 
Wants are, therefore, said to be cornpiementary. 

Law of Diminiahing Utility i Although human wants are 
unlimited yet we know that there is a limit to each particular 
want. It, therefore, naturally follows that if an individual is given 
more and more of a particular thing for which he had a desire or 
want, then the benefit which he will derive from each successive 
increase in the stock of the thing will increase but at a diminish¬ 
ing rate and sooner or later, a point will come when the want will 
be. completely satisfied, «.e., any addition after that point is 
reached, will only have a disutility. In otherwords, the more we 
have of a thing the less we want it more, because the utility of 
the additional units of the thing diminishes with every increase 
of the stock we have. The utility of the additional units^ that is 
to say, depends on the stock of the thing an individual already 
possesses. The Law of Diminishing TJtility or of Satiable 
Wants is a generalisation from this tendency of human nature. 
In the words of Marshall the Law states that 'the additional 
benefit which a person derives from a given increase of a stock 

*Certi^g6nKS,of ooiui^cuuiotbes^^ Fw ekample, a muet's deai!^ 
for inll aerer be satisfied. Bat tbea the bdiavioor of a is not 
sonnai; 
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of a thing diminishes with every increase in the stock that he 
already has.’ 

Now, since the price of a thing measures its utility, the Law 
may be conveniently stated in terms of prices for an easy 
understanding. A boy for instance, is willing to eat some cakes. 
Now, according to this Law, the utility of the cake will be- 
decreasing as he will be getting more of it and therefore, he will 
offer lower and lower pricS for each additional cake which will 
be offered. Let us assume that for the 1st cake the boy is will¬ 
ing to pay annas ten (-/lO/-), for the gnd, annas eight (-/8/-) 
for the 3rd, annas five (-/5A) and for the 4th, annas three 
(-/S/-), respectively> and the boy’s willingness to eat cake is 
now completely^ satisfied so that even if the price be reduced 
any more the boy is reluctant to purchase any more cake which, 
may have to him disutility. This simply means that the boy’s 
utility for the 2nd, 3rd and the 4th cakes gradually diminished 
from annas ten to annas eight, from annas eight to annas five, 
and from annas five to annas three, because he was having more 
and more of it. 

In our illustration, the 4th cake is the cake which the boy 
is just induced to purchase, that is, he reaches the margin 
of doubt while he buys this one (he neither purchases 3 nor $) 
and therefore it is said to be his Tnarginal purchase and the 
utility he derives from this cake is said to be the marginal 
utility. It is, therefore, stated that the marginal utility of a 
thing diminishes to a person with every increase in the stock or 
the amount of it which he already possesses. 

0 

This Law may be illustrated by means of a diagram. 

In %. 1 (p. 33) along the horizontal axis OM, suppose that 
OG, CA, AK, KE, ES, are the 5 cakes, ue,, along OM we mea* 
sure the units of cake each of which is, of coifirse, of uniform size 
and quality. And along the perpendicular axis OP suppo^ that 
we measure the prices ^e boy is willing to pay for iht different 
pnits df eak^ that is, in other words, ^e utility or the satisfac¬ 
tion which the boy derives from the separate units of cake is> 
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measured by the offer he makes for each of them. We, then 
notice, that for the Ist, Slid, 3rd,.4tli, and the-5th cake, whi^ iiL 
the figinre are represented by OC, CA, AK, KE and £S, the boy 
is willinf to pay CC^, AA^, KK^, EE* and SS* prices respectively 
which means that for each additional cake the boy is willing to 
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pay lower and lower, price simply because the satisfaction which 
•he gets from these successive units is becoming less and less as 
he is consuming more and more of cakes. The curve C* A* K*- 
E* S* which is known as the diminishing utility curve wfil thus 
always slope downaids to the right since the utility of the addi¬ 
tional units of things which a perswi gets diminishes as his stodc 
of it increases. 

LimitatioiiB of the Law of Diminishing Utility s The 
follo^g are the limitations the Law of Diminishing UtiEty. 
In the ftfst place, the assumptkm that *other things ate equal' it¬ 
self is an important limitation. Wot, in this testly progressing 
world, 'other things* are more likdy not to reihain equal. Spoi 
dally, the htcope of the individual ecmsumer or ^e piiees 



84 


AN INTRODUCTION TO M<H»EBN ECONOMICS 


other goods can never be expected to remain the same over a 
period of time. Similarly^ the tastes, preferences and the habits 
of ^e people also are constantly undergoing changes. The as¬ 
sumption that other things remain equal is thus an unreal one. 

An implicit condition eof this law, tiius, is that we do 
not allow any time for any alteration in the character or 
tastes of the consumer. If, therefore, time is allowed then, the 
law may not hold good^ It is not unlikely, that the more good 
music a man hears the stronger becomes his desire for music. Or, 
the more a man drinks the more acute is his desire for drinks. 
These, however, cannot be cited as exceptions to the law for in 
both the cases the taste or the habit, of tibe consumer has under¬ 
gone change with the passage of time. If, however, we take 
an individual, as he is, and time is not allowed for any change in 
his |Bstes and habi^, then it is true that the marginal utility 
of a thing to him will dimin|sh with every iqcrease in the stock 
lie has or the supply of it to him. . 




Secondly, the marginal utility of a thing to a person 
instead of diminisl^ng, may increase till a certain point is 
reached, after which the law will operate t.a., the utility of the 
thing will then steadily diminish. In other words, in some 
cases the law comes into operation not immediately but after a 
certain time. To a very thhsty man, for instance, the second 
glass of water may be more welcome than the first because it is 
jpos^e that his thirst will be increased after he drinks the first 
l^ss d water, specially, if water is ofoed in a very small glass 


and,therefore, the utility of the second glass of water will be 
more to him. It is, however, true that after a certain time his 
utility of successive glasses of water will diminish even if they 
are o0eTe4 in the $ma!l i^ass, as befo^. 

T^itoly, utility being a purely psychblpgicai concept, often 


it is true that thu utill^ of certain things most fashionable 
dr^ eto„ depends not pn the stodr of these things one possesses 




CONSI7MPTI6N 


35 


collection of such things as stamps ahd other rare things. It 
is likely that his desire for addition to his stock will go on 
increasing as he succeeds in obtaining more and more of such 
things. If, however, as Viner observes, the complete set of a 
thing is taken as tilie proper unit^p5 observation then any addi¬ 
tion to this unit will yield decreased satisfaction. If, for ex> 
ample, there exist only two pearls of the same type—^these two 
should be taken as one unit and any Edition of pearls of the 
same type to this unit will yield diminishing utility. 

These limitations, however, cannot disprove the existence 
of the law, which, we know from experience, is operative so 
widely and with so few exceptions. 

Total Utility t Total utility is the aggregate utility 
obtained by adding together the utilities of all the units of a 
stock of similar goods possessed or consumed by a person at a 
given time. In other words, it is the ut^ty of the whole amount 
of a thing possessed by an individual at a given time. In our 
illustration (Fig. 1, p. 33) the total utility oi the cakes to the 
boy, if he consumes four cakes, will be, -/lO/- + */8/- 
4- -/3/-, i.e., Rs. 1/10/-. 

The total utility of a thing pos^ssed by an individual 
increases with every increase in his s^k but this increase is 
not as fast as the increase of his stock t.e., total utility increases 
with the addition of fresh units but it increases at a diminishing 
rate. This is obvious, for, since the units are all uniform, the 
satisfaction the individual derives from every added unit will be 
less than the satisfaction he derived from the previous one he 
already possesses. f . 

.Total utility of a thing, therefore, m^sures the strength 
of the individuars demand for the whole supply of it; whSe the 
marginal utility measflres the intensity with whidi he wants a 
litUe more of It. 

Margin^ Utility t The utility dl successive units of a 
thing whidti of course, are all uniform, according to the law of 
dhniniidibig utility, becomes less and less a person as he gets 
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or consumes more and more of it. That Is, the more he gets 
the less he wants still mpie. And if the process continues, t.e., 
if the man Is given more and more of a thing, a position will come 
when he will be on the margin of doubt whether it is worth his 
while to spend the monejr fgr obtaining the article or not. That 
is, he reaches a point at whi«^ the satisfactbn which he gets from 
an additional unit is just equal to the price he pays for it. This^ 
then, is ^e unit which he is just induced to purchase—he neither 
buys‘any more nor stops before buying it—and hence this is 
the marginal purchase and the utility of this upit of his mar> 
ginal purchase, is the marginal utility of the thing to him. 

It should, however, be remembered that the units, by as¬ 
sumption, are all uniform in every respect and therefore, the 
utility of each imit in the stock is the same and equal to the 
marginal utility, which we know is the utility of the unit which 
• is obtained or consumed last. The marginal utility, again, of 
any commodity diminishes with every increase in the stock of 
it which a man possesses. This is so because the marginal unit 
is not supposed to be a fixed unit* Instead, the price of the 
thing, the conditions of its supply and demand, the intensity 
lof a man's desire to have it, etc., all these factors influence the 
number of units a man will consume under given conditions. 
But the utility of the last uiut consumed undej* any given set 
of conditions is the marginal utility. In other words, marginal 
utility is the utility added to the total utility by the addition 
of the last increment consumed or possessed by an individual at 
any given time. 

Bfari^iial UtiBty and Value or PHce t The margin, we, 
know, is not a fixed point. It shifts with every'change in the 
conditkms of supidy of a thing, the intensity of the desire of 
tbe buyer and the price of the thing. %, person, for instance, 
will consume mme of a thing if its suimly e^iands (in the Mse 
that the arUde now wHl be used for those p^iess urgent purposes 
whidi scarmty piev^^ eax^r) ,. or. his mtendty desire 
increps^ or again» ^ price of falls, may bo fair the 
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expansion of the supply. Alternatively, the person will consume 
less if the supply contracts, his intensity of desire becomes less 
than what it was before, or if the price of the thing rises. The 
margin, therefore, shifts with e^ry- change in the Supply, 
Demand or Price. But it is true in all cases that the price one 
will offer for a commodity will just balance his utility of the 
thing at the margin, i.e„ the price an individual is prepared to 
pay for his marginal purchase is exactly balanced against the 
satisfaction which he expects from consuming it, t.e., its utility. 
We may consume a commodity more or less but we stop at the 
point when we consider that the utility we get from it is just 
equal to the price we pay for it. For, the price we are. ready 
to pay is the only objective test of the psychological satisfaction 
that is, the utility, we derive from consuming anything. 

We must, however, remember that the units of the com¬ 
modity are all uniform, i.e,, they are all homogeneous and inter¬ 
changeable. Marginal unit, therefore, does not refer to any 
specific unit. It is identical with all other units which a person 
may like to consume. It is, therefore, an error to think that the 
value of a thing is determined by the utility of this unit, i.e,, the 
marginal unit. Instead, the conditions of the total supply and 
demand determine the value as well as the margin. Any change 
in either the supply or the demand, as we have seen, is likely 
to alter the value and hence the margin too. 

Similarly, it is an error to say that the cost of the marginal 
unit governs value. For, the marginal unit is one among all 
other units offered for sale which (f.e., thb^ marginal unit) also 
the buyers want to buy along with oilier units. The total 
supply (which inciu4^ the marginal unit also) and the total 
demand determine the n^argin as well as govern the value. 
The maiginal unit is a part of ^e total supply and the 
total supply minus this unit Will alter the value because it will 
alter the , total supply. Value, tiierefb:re, is not detersuned by 
the ihar^. Total supply and tohid demand detennlhe'the 
value but the maig^ is only a position at whhsh it !l determined. 
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But we must go to the margin as says Marshall, *to study the 
action of those forces which govern value*. ^ Value does not 
refer to the utility in general or to total utility—it is the utility 
of the marginal unit or an A[pression of the marginal utility. 

importance of the study of the margin in economics s 
Apart from the fortuna|e few who are very rich and therefore, 
can afford to make their purchases without enquiring the price, 
most of us, with endless wants and limited incomes have to 
pause before we decide to purchase a little more of a thing or a 
little less of it so that we may be in a position to buy a little 
less or a little more of other things which we also want. And 
where do we pause ? We necessarily pause at the point which 
is known in economics as the margin. We forego a little con¬ 
sumption of a thing in order to have a little more of other things 
we need. We stop, that is to say, when we reach on the margin 
of doubt—whether should we spend the money to obtain the 
article or not ? Herein comes the importance of the analysis 
in terms of the margin. In case of a rise in the price, or, say, 
a contraction of the supply, t;hese marginal purchasers, i,e,, who 
are just on the margin of doubt (whether to purchase a little 
more or not) would cease to buy and this may force the pro¬ 
ducers to keep the price down i.c., within the reach of these 
purdiasers. 

Again, in the case of an individual consumer, proper atten¬ 
tion to the margin will help him to get the best out of his income 
which in most cases is limited. His total expenditure can only 
gfve him the maximum satisfaction if he succeeds in spending 
the inebme in such a way (t^., by buying a little more of a 
thing or a little less of other things and thus constantly adjust¬ 
ing and fC^adjusting his budget so that iff stittches to the fur¬ 
thest limit) , that he obtains equal mari^l utility of money ih 
case of idf his that Is, in each of its uses. 

' ' ''l' s ' - ’ I 

|ii^ 4^ t Any emnmod^y may 

various uses. how, that is, for what qr pur« 
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poses it will be used depends on the person who possesses it. 
One thing, however, is certain. Assuming the owner will behave 
rationally, he will use so much of it for such and such purposes 
as will give him the maximum siftisfaction. If, for instance, 
he finds that a particular distribution does not yield him maxi¬ 
mum satisfaction, then he will alter it, that is, he wiU put more 
of the thing to a certain use by assignifSg less of it to a certain 
other use. In this way, he will go on altering its uses until 
he succeeds in obtaining equal marginal utility from each of the 
uses to which he puts it. For, when he succeeds in doing this 
he gets the maximum satisfaction. 

Let us take an illustration. Suppose, for example, that 
Mr. A has only 3 yds. of cloth. With this he can have, say, 
either 1 shirt, or 1 half-shirt and 2 handkerchiefs or again, if he 
likes, he can have 12 handkerchiefs. Now, he can make only 
one shirt and then repent because he does not have handker¬ 
chief which also he needs. Again, he can make 12 handkerdtiefs 
but then also he will repent because in that case he has to {go 
without any shirt. So, in neither case, he gets the maximum 
satisfaction. But it is possible that he will get the maximum 
satisfaction if he makes, say, 1 half-shirt and 2 handkerchiefs. 
In this case he gets equal marginal utility from each of the uses 
to which he has put the cloth he had. This is what is known 
in economics as the Law of £qui-mar^nal Utility. 

Similarly, while spending our limited money income on 
several consumers* goods, we will go on altering our decisions, 
that is, spending a little more on some article and a little less 
on some other article until we get equal marginal utility from 
the last rupee spent pn different articles. If, instance, one 
needs bo^ shirts and dhotis, then he has to spend his income 
in such a way that the marginal utility of money wiil be the 
same in the .purchase of sMrts as in the purchase of the iffiotb. 
II not, thnt is, if he spends more on dhoti and then repents for 
having not mcQcient money to he spc^t on shirts then Im dpes 
imt get the , maximum satidaction by sp^ldiiig hli income^ .. 
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In tlie same way a man may so dratribute his income bet¬ 
ween his current and future satisfactkm (raving) that in each 
case he gets equal marginal utility from the money. Of course, 
he has to take into accouift such factors as uncertainty of the 
future, difference in the value which is likely to weigh between 
present and future consumption etc., so that, the last rupee spent 
now has the same marginal utility as the last rupee raved. 

The Conc^t of Utility: Its UmitationB : The concept 
of .utility however helpful it may be in our study of the prob¬ 
lems in different branches of economics has serious limitations 
too. 

Utility, as we have known, is a purely psycholopcal con¬ 
cept and, therefore, incapable of accurate measurement. Money, 
it may be pointed out, can measure the utility. But then this 
implies that money has constant marginal utility, which contra¬ 
dicts the Law of Diminishing Utility. For, we know that out 
qf his limited income when a man spends some money on some 
article then the marginal utility of the money which remains 
with him increases (just as, the marginal utility of the article 
which he has purchased decreases as the stock of it increases) 
and cannot remain constant. The assumption that money has 
constimt marginal utility, thus, is unreal Secondly, the concept 
of utility is helpful because the price a man pays for any article 
he purchases is supposed to be equal to the marginal utility of 
the thing. But does a man, really rationally calculate and 
balance the {wice and the utility while making his innumerable 
purchases ? We know from our escp^nce, that the force of 
hayts, instinct of limitation, impulse etc., often compel men to 
bel^ve hrationally (or rather non-rationally) and when they 
rio so, the utility theory does not hoick gQ^< Thirdly, the 
th^ly t^ us tl^t as the stock ol a thing poscKss^ by 
a man Increases, &e marginal utility eff irdeciea^ to him. 
This that the ntsxgmal utSfey of the thing ^p^ds on 
I ’the^i^iof^ oue has of thd'thmg kt giyen time. Widle sliidy- 
,|iE^ the la# of Ifeniiijaiini I^llly we have seen that thb may 
^be ,alwa|U so/ Vi# h#taiice, the uthity iff euch thmgs^as 
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the most fashionable diess etc.» to a man may depend not so 
much' on the stock he possesses as on the stock possessed by 
others. Utility of such tilings to us increases ^ce we want to 
have them because others have ikem. It is also difficult to mea¬ 
sure ihe utility of a thing because the same thing may have diif- 
rent utility at different times. A boy of 10, for example, may 
read a good novel and may derive a Certain amount of pleasure 
but he is sure to derive much more pleasure from the same novel 
if he reads it again, when say, he is SO. 

These are the limitations of the concept of utility. Some 
modem thinkers therefore want to replace it by a more scienti¬ 
fic and precise concept. “If marginal utility has no exact 
sense,’* observes Mr. Hicks, “diminishing marginal utility can 
have no sense either.’’^ He therefore, wants to r^lace it by 
what he calls the Principle of Diminishing Marginal Hate of 
Substitution. 

The Principle oi Diminiahing Marginal SidMtitiilaliilitys 
The concept of utility, therefore, as we have seen is inexact and 
inseparably associated with certain confusions. For instance, 
while it should mean ’intensity of desire’ or ’desiredness,’ not 
unoften people are apt to mean by it desirability or more aptly, 
usefulness. Hence the muddling up of economics with ethical 
considerations. Again, the Utilitarians* b^ef that utility is quan¬ 
titative and, therefore, can be measured accurately has also con¬ 
tributed to the confusion. Moreover, we, as consumers do not 
demand ’isolated* goods. The truth is, we demand goods com- 
binedly, that is, we are interested in a combination rdated 
goods. The theory of marginal utili^ overiooks this significant 
point when it assumes that it is possible for us to know the 
utility of any commodity in isolation (that is to say, without 
any "reference to other'commodities which also we need). The 
fact, howler, is, as we Imve stated, that we are interested in a 
combination of goods and it is likely that we may prefer one 
combinatm of goods to another. It is, therriore, difficult to 

CigHtsi p. so. 
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jneasure utility of any article taken in isolation, that is,, 
separately. 

Some recent thinkers, therefore, to avoid these confusions 
have suggested the use of the ^rd ^preference* in place utility 
and instead of marginal utility, we may therefore, say, 'marginal 
preference.* 

The points which emerge then, in brief, are, firstly, that 
each one of us has various wants which we want to satisfy, as 
far as possible, with our h’mited money income. And, normally 
speaking, we do not have absolute preference for any articlel In 
other words, we have various alternatives before us and we 
have always to make decisions as to how much of each article 
we would consume foregoing a little or more of other commodi¬ 
ties froip the various alternatives we have in order to get the 
maximum satisfaction by spending our limited money income. 
And, it should be noted, that while we forego more units of any 
article for obtaining one unit of any other article—^the stock 
of the former is decreased and that of the latter is increased, 
which just means that for the former our preference will increase 
and for the latter it will decrease. 


The jPrinciple of Diminishing Marginal Substitutability may 
therefore be illustrated thus. Imagine that a person consumes 
both sugar and gur and although he does not have absolute 
preference for either, he has a greater liking for sugar. He may, 
^erefore, forego consumption of one seer of sugar if he is oSettA 
4 BIS. of gur in its exchange. Hus means that his preference for 
4 m of gur is equal to that of 1 sr. of sugar. In other words,, 
the maiguml substitutability of sugar (for gur) is 4, because 
1 sr. of sugar can be substituted for 4 srs. of aur. 


Put the other way round, the marginal substitutability of 
gur (for sugar) is since 1 sr. of gur is substitutable for i sr, 
6t su^ (because we knOw 4 sts, of giir subitHute for 1 sr» of 
mgtix). * 

By nuugM substituthb^^^ one gisoid for another we, 
Ji^U^ore, relative usefulness of ^unaU Inciqineiits or 
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decrements of various goods to a consumer. As we have noted 
above, the marginal substitutability of one good for another can 
be measured by the unite of the other goods for which one unit 
of the good increased can be 'sibstituted, without, of course, 
making the consumer either better off or worse off. And al¬ 
though it is impossible to measure accurately the absolute use¬ 
fulness either of sugar or of gur to the consumer, the relative 
preference or usefulness of smaU. increments or decrements of 
the two articles may be measured. When, therefore, we say 
that the marginal substitutability of any good is greater, we 
simply mean that larger must be the amount of the other goods 
that must be substituted for a sacrifice of a unit of it if the 
individual is not to be made worse off by the substitution. 
This marginal rate of substitution* of any article for another 
will, however, diminish as one's stock of it increases and that of 
the other decreases (which means that more of it will be given 
to obtain other articles in exchange). In our example, when 
more of sugar is obtained, the less will be its marginal sub¬ 
stitutability for gur. And possibly with the consumer's (who 
is giving more gur for obtaining sugar) increased stock of sugar 
he may not be agreeable to give 4 srs. of gur for 1 sr. of sugar. 
Instead, he may prefer now to give, say, 3 srs. of gur for obtain¬ 
ing 1 sr. of sugar. That is, the marginal substitutability of 
sugar for gur will be 3 because 1 sr. of sugar can now be subs¬ 
tituted for 3 srs. of gur. Similarly, the marginal substitutability 
of gur for sugar will be 1/3, because 1 sr. of gur is now sub¬ 
stitutable for 1/3 sr. of sugar (since 3 srs. of gur substitute for 
1 sr. of sugar). It is, however, to be noted that if there are 
large number of substitutes then the marginal preference of a 
person for a commodity will be elastic. The elasticity of an 
individual's preferences depends upon the range of avmlable 
substitutes. 

The law of Diminishing Marginal Substitutability which 

* Bf ttutigiaal ratQ olf sahstituUm is iMMit the mtb oC. 
m .tennt'of anditlier when the relative pceferenoes of an hidividiial fnr the 
two, coaiiiiiiaditiet 
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replaces older theory of Marginal Utility is an improvement 
on it fo^ more than, one reasons. In the first place, it does not 
believe in the quantitative notion of utility nor does it make 
the unreal assumption that the marginal utility of money is 
constant. What is more important is, that, it does not believe 
that the demand for a commodity depends on our desire for 
that particular commodity alone. Instead, it points out the 
significant fact that our demand for a thing also depends on our 
desire for various other commodities which we would like to 
buy at the same time. 

Demand i No one, as we have remarked in the beginning 
of this book, has every thing he wants. Every body, therefore, 
may desire to have those things which he does not have. 
Mr. A, for instance, who has an income of say Rs. 50A per 
month and no other resource, has no car and therefore he desires 
to have a car. Or, again, take the case of Mr. B who although 
has the means and the desire to have the car, is keen on sav¬ 
ing whatever money he has for his son’s education or wife’s 
ornaments instead of spending it for the purchase of the car. 
Do such desires then constitute demand in economics ? No. 
For« we find that while Mr. A has the willingness to have the 
car, he has not the ability to ^nd money for purchasing the 
car and Mr; B, although he has the ability to spend the money 
for purchasing the car, is not willing to spend it. So, ndther 
the desire of Mr. A nor that of Mr. B will affect the number of 
cafs which will be actually sold. For, theirs’ is a mere wish or 
a de4re for a car. But a mere wish or a desire or need does 
not constitute demand in economics. Only when such a wish 
or dedre Is bfieked by the wilUngness and alnlity to pay, it will 
constitute' a demand in economics. 

Nor, ^ain, has the term demand any meaning, without 
any reference to a pnce. Demand always meaim demand at a 

no f^t in saying that % deimand of a thing 
$a great or si^ witimut ntentioiung j^rhse of it For, the 

denumddl vary bt tbeir 

Alter tbn price oif a ^g an# the amount denmnded 
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will also be altered* Less, as we know from our experbnce, will 
be demanded if the price of a thing is raised and more wiV* be 
demanded if its price is lowered. 

Ih economics, then, demand for a thing, i.e,, demand at a 
given price, refers to the quantity or the amount which the 
people are ^willing to buy at that price at a given time and 
under given conditions. 

Demand Schedule t Demand, *thus, is inseparably asso¬ 
ciated with a certain price. Demand at one price is not the 
same as the demand at a different price. A person’s demand 
for a thing, as we have seen, changes if its price changes. If 
the price is low, more will be demanded; if the price is high, 
less will be demanded. If we make a schedule indicating in it 
the different amounts of the thing which he will purchase at 
different prices then this schedule will be his Demand Schedule 
for the thing. 

Take an illustration. In the following table, on the left 
column are mentioned the prices and on the right colunm are 
mentioned the amounts (in our case, the number of mangoes) 
that the person will buy at those prices. 

Price of a mmgo Number of memgoes demanded 

Rs. As. P. 

0 8 0 5 

0 6 0 7 

0 4 0 10 

0 2 0 15 

This tabular statement of the different amounts oi mangoes 
demanded by the person at different prices at a given time is 
his Demand Schedule or, in other words, the Individual Demand 
Schedule. We notice from this statement that at a given time 
and under given conditions when the price faffs the numb^ 
of mimgoes demanded increases. 

The same thing may also be illustrated wirii the h^p ol a 
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In Fig. 2, akng the vertical axis OV, we measure the 
different ptkes, and along the horizontal axis OX, we measure 
the amounts, that is, the number of mangoes demanded at these 
different prices. We, ther^ore, notice that when the price is 
OM units of mangoes gre demanded; when the price is 
A little less, that is, AA^, OA units are demanded,; when the 



AMOUNT 
Rg. « 


price is NN^ still more is demanded, vUs,, ON units and the 
tendency to buy more continues with every fall in the price. 
Now the curve we get by joining A^ N^ G* O^ is known as 
the Demand Curve, which like the demand schedule illustrates 
ibe imUvidual’s reactions to price changes. 

We^ lu^ever, sliotdd do well to remember the assumptions 
we have tacitly made in making the schedule or drawing the 
cmrve. Foiv iriUiout these assumptions neifiier ^ have the 
merits claimed lor ^em. 

We have assumed, for instance, that the Indii^duars money 
in^me leapao^ unthanged.; his t^a and ha^ also do not 
t^ pieces of compt^hig goodie <kr bur case, say, !^ 
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instance, apples, oranges, etc.,) also do not change^ Evidently, 
then, if any one of these changes, then the j^cture will be a 
different one and a fresh schedule has to hte made and a new 
curve has to be drawn. But if these rematn unchanged and if 
the consumer does not act 'carelegsiy,’ ^ ^impulsively’ and has a 
definite scale of preferences, because he has a ^ed money 
income, larger units of a thing wfil be sold at a lower price. In 
other words, the demand curve wilk slope downwards to the 
right. 

Market Demand Sdiedide t Just as we can make an 
individual's demand schedule, so it is possible to make a 
schedule incficating the different quantities or the volumes of a 
thing which will be bought by all the individuals of a com¬ 
munity at different prices. This schedule wiU be the market de¬ 
mand schedtde at a given time and in a particular market. In 
the foUowing schedule on the left side are mentioned the prices 
of mango and on the right side are mentioned the number of 
mangoes all the individuals will demand at these different 
prices. This schedule will be the Market Demand Schedule 
for mango. 


Price of a mango 

Rs. As. P. 

0 8 0 
0 6 0 
0 4 0 
0 0 


Number of mangoes demanded 

5000 

7000 

10,000 

15,000 


This is then the market demand schedule. But we know 
that the individuals in the market are people who belong to 
d^erent social status with different economic conditions, diff** 
erent tastes, temperaments and habits. Can this market de¬ 
mand schedule, tl&refore, be expected to indicate with any 
amount' of accuracy the number of mangoes which the indivi¬ 
duals who.comprise the market really buy at these different 
prices ? It is, of course, undeniable that there is a bewildering, 
variety of tastes and habits of the individuals Who constitute 
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tbe market. Their money incomes are also different and this 
presents another difficulty. But this is exactly why it is said 
that the market demand schedule is expected to be more 
dependable and steady. For^ since the ma^et demand schedule 
is ah ag^gate of the demah^l schedules of all the individuals 
of the market, it is likely that the peculiarities of individual 
buyers will cancel each other and thus will make the schedule 
free from the influences of the inconstant and other irregular 
actions which are likely on the part of the individuals. Market 
demand curve, if a curve is drawn, therefore, is suppp^d to be 
less discontinuous than the individual demand curve. 

Law of Demand s A study of the demand schedule <p. 45) 
reveals that more of a comnmdity will be demanded when the 
price is low and less of it will be demanded when the price is 
high. The Law of Demand, therefore, tells us that “the amount 
demanded increases with a fall in price, and dinunishes with 
a rise in price,*’ iriiich, in other words, means that the “greater 
the amount to be sold, the smaller must be the price at which 
it is offered in order that it may find purchasers.” 

Now, a faU in the price of a commodity leads to an increased 
demand for it because it may mean either of two things tnz., 

(t) that the consumer, because of the fall in the price, is 
better off than what he was before, and therefore, is in a posi¬ 
tion to spend the money now made available to him as a result 
of a fall in the innce of the commodity. To take an illustra¬ 
tion : If the price of sugar falls from* one rupee a seer to annas 
eight a seer then an individual who was consuming one seer 
b^re can now consume two seers since he is now better off 
by annas eight because of the fall in the price of sugar. Natu¬ 
rally, the consumption of sugar increases. Mr. Hicks calls this 
'income effect.*’^ « 

(h) ^ain, a fall m the price of sugar frbhi Re. 1/- to 
annas, -/8A, piay mean that people who were consuming cer- 
aU^unt ol 'jgut^; the,price of which has not falleh, will now 

> 11- j \ W' k> ▼ ifv"" 4/ r ’ 
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consume more sugar as a consequence of a fall in its price and 
less 'gur*. That is to say* they will now substitute sugar whose 
price has fallen for 'gur’ whose price has not fallen. Just as in 
the former case* in this case also more sugar will be consumed 
because of a fall in its price. Tins is the *Substitution effect* 
according to Mr. Qicks. 

limitatioiia of the Law of Demand t The Law of De¬ 
mand is valid only on certain assumptions and if these assump¬ 
tions are absent then the law may not hold good.* The condi¬ 
tions, are the following: 

(t) that the tastes of the consumers remain unchanged. 
Supposing they develop a liking for *gur’, then even a fall in 
the price of sugar may not be followed by an increased sale; 

(u) that the money incomes of the consumers remain 
unaltered. In case the incomes fall, in our example, then in aU 
probability less sugar will be consumed notwithstanding a fall 
in its price; 

(m) that the prices of the substitutes remain also un¬ 
changed. That is, in our illustration the price of ‘gur* does not 
change. In other words, if the price of *gur* also falls, men may 
not increase their consumption of sugar following a fall in its 
price. 

A rise in price again, may be followed in certain cases, not 
by a fail in the demand of the commodity as the Law of De¬ 
mand states, but by a still mote rise in the demand. Take for 
instance, the price of rare and precious jewels. If their prices 
rise, it is possible that to satisfy their vanity some very rich 
people may want more of these costly jewels.t 

Similarly, if the people apprehend that a rise in the price 
of a commo^ty will^be followed by a further rise in its price, 

•The demand morve instead of sloping downward to the right may in 
these ^exceptional* cases sfepe upward. 

t A few rich oonsumers may buy more of these jewels at hi^er prices hot 
^as a sale the soarhet demand cam lor sash goods, representing tim 
demand Of all oonsumers, will dope downward.* (Benham-JBconomies p. 47). 
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then, instead of buying less they may be eager to buy more 
even at the higher price. 

There are again certain commodities like rice, da], atta, etc. 
on whidi the comparatively poor consumers having limited 
money incomes, usually spend a large part of their incomes. 
Now, in case of a rise in the price of these foodstuffs, these 
consumers may have to forego consumption of other things and 
may be constrained to spend even a larger part of their incomes 
on these articles than before in order to satisfy their hunger 
ffrst. 


In these cases, the demand curve, which is supposed to be 
sloping downward to the right, may, instead slope upward. 
These are as Benham calls Ihem ^exceptional’ demand curves. 
Of course, no demand curve can slope upward all the way, for, 
that would mean that the amount of money spent on the com¬ 
modity would be greater, approaching infinity, if its price were 
higher. 

S^sticity of Demand t Demand, we know, responds to 
ehanges in prices. That is, if the price of a commodity changes 
then the amount of it which will be demanded will also change ; 
more will be bought when the price falls and less will be bought 
when the price rises. But how much more or less of a com¬ 
modity will be bought when its price falls a little or rises 
slightly can be known, under givm (xmditions, if we know the 
elasticity of demand of the commodity. The concept of dasti- 
city he^ us in measuring the rate at which demand responds 
to changes in price. 


Bbstirity of demand, tfaetefore, refem, other things remain- 
^ing equal, to the rate at whidh the amount of the commodity 
boui^i changes as a result of change In its price. 

Now, Moment commodities have diffetaid^ elastidty of de¬ 
mand. That is, the rate at which the demand will respcrnd to 
<hai^ ip is different for 
instil^, a small .rise o^iaO m ibe 
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Demand, in these cases, is said to be elastic, deimmd lor 
any luxury article. Again, there are some commodities whose 
demand may remain more or less the same, t.a., unaltered, even 
when their pHces rise or fall a little. Demand, in these cases, 
is said to be inelastic, e.g., demand for articles like salt, etc., 
which are considered to be bare necessaries. 


How to measure Elasticity ? Elasticity of demand of a 
commodity may be measured in two ways; either by examining 
the total amount of money spent on a commodity when the 
price of it rises or faUs or by dividing the percentage increase 
in the amount of the comm<^ty demanded by the percentage 
fall in the price of it. The first method may be illustrated in 
the following way : 


Price of sugar 

Amcuivt derrumded 

Totd 

ElasUeity 

per seer 


outlay 

of demand, 

(I) Rs. 3/- 

SO srs. 

45 „ 

Rs. 90A1 
Rs. 90Aj 

• = Unity. 

(II) Rs. SA 

so srs. 

Rs. 90/-1 

Greater 

» ®A 

50 „ 

Rs. lOOA J 

than Unity. 

(in) Rs. 3A 

30 srs. 

Rs. 90/-1 

Less than 

„ «A 

40 „ 

Rs. 80/“ j 

Unity. 


The table given above shows that the elasticity is equal to 
imity, greater than unity, or less than unity according as the 
total amount spent on the commodity is the same, more or less. 
In the 1st, 2nd and the Srd cases respectively. 


The other way of measuring the elasticity is by dividing 
the percentage increase in the amount of the commodity de¬ 
manded by the percentage fall in the price of it. That is. 


-nt * 1 . percentage mcrease m the amount demanded 

Elasticity —- 1 -F*w“s—IT-s-- 

‘ percentage fall m the |»nce|, 

As we have seen in the previous case, three possible results 


may follow, 1 p.c. change in price may result m 1 p.c; 
change in d<muuid and the ratio wiU be equal to 1; 1 p.c. change 
m price nuiy r^lt in £ p.c. riiange in demand and the reth^ 
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be equal to 9; or thirdly, 1 p.c. change in price may result in 
i p.c. change in demand, t.e., the ratio will be less than one. 
Elasticity of demand in the first case is equal to unity; in the 
second case greater than unity: in the third case, less than 
unity. 

This concept of elasticity of demand, which is measured by 
dividing the percentage increase in the amount demanded by 
the percentage fall in the price of the commodity is known as 
the 'price-elasticity* of demand. It is the ratio of a percentage 
change in the amount demanded to a percentage change in the 
price of the commodity.* 

Elasticity of demand, may, therefore, be equal to, greater 
or less than unity as we have seen above. We may, however, 
envisage two other extreme cases, viz., when the elasticity is 
equal to zero or absolutely inelastic demand, which in other 
words, means that people buy the same amount of the com¬ 
modity irrespective of the price (they cannot do without any 
of the amount which they usually buy). Secondly, elasticity is 
equal to infinity or infinitely elastic demand, which in other 
words, means, that the people refuse to buy the commodity 
altogether whoi its price rises a little. 

The demand curves in the following figures (p. 53) may 
help in understanding the concept of elasticity. In each figure, 
along the vertical axis OY is measured the price, and along the 
honzontal axis OX is measured the quantity purchased. DD is 
the demand cur\c. 

^As we shall see kter, improved technioal knowiedge may increase peo- 
lde*s real income. It is, however, hardly likely that people wiU spend the 
inewa s ed meome (even if it be proportionately diared by them) exakly pro> 
potfiQtuUir mt different commodities. Bather, they will spend more, on say. 
comforts, loxuries, etc., and proportionatdiy less <m say, rent, ordSaaty fo^ 
etc. That is to say, the demand for these artideB neoomes ela^ in the sense 
that they respond to changes in their money incomes. That is why this is 
known as 'income ebsticity’ of demand. Income elw^ty, therefore, may be 
measvoed hy divkfing the percentage ipetease is the amount demanded by the 
paiMIjifsgu incfeaw in a man's income, the cencept of income elasticity of 
if he^fiil ill studying the dfoehi of ihiotiiatkms in ineoue on prioea 
or on Dm vdtime of production of diffsieat commodities. 
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Demand, as it is shown in the figures given below, is abso^ 
lutely inelasbc in Fig. 8, infinitely elastic in Fig. 4, it is inelastic 



0 , AmwT 
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Condltioiis which govern the Elastieity ol Demand t 
Elasticity of demand, that is, the rate at which the demand 
responds to price changes is different in case of different com¬ 
modities, Take for instancf, toilet soap and salt, assuming the 
first to be a luxury for most of the people in India and the 
second a bare necessity. It is likely that considerably more or 
less people will use soap if its price falls or rises a little. The 
demand for soap is, therefore, elastic in India. But in the case 
of salt, people usually consume it because they have to consume 
a certain amount of salt irrespective of its price. Demand in 
the case of salt, therefore, is inelastic. Elasticity thus depends 
upon the nature of the commodity. 

Take again, the case of such articles as coal, electricity etc., 
that is, those which can be put to a variety of uses. The idea 
is, if the price of any of these articles rises, then people will 
reduce their consumption by restricting its uses to the most 
uigent purposes ; and if the price faUs, its uses will be extended 
to different purposes which were considered less urgent when 
the price was high. Demand for those commodities which can be 
put to various uses is therefore elastic. 

Commodities which have close substitutes are very elastic 
in demand. Assuming gur to be such a substitute for sugar, if 
the price of sugar rises, relatively to the price of gur, a con¬ 
siderably large number of people in India may consume gur 
instead of sugar. 

Elasticity of demand of commodities also depends on the 
prices of the commodities and the money incomes of the con¬ 
sumers. Demand for those articles the prices of which are very 
low and the expenditure on which constitutes a very small 
portion of the total expenditure of the consumer, is very 
inelastic, salt etc. A little change in the price of salt will not 
induce people to consume either more or less of salt Nor will 
the people look for substitutes for, since they spend only a small 
pojttioa of their incomes on these articles, the little extra ex¬ 
penditure which they may have to incur in case of a rise in their 
prices may ht ignored by them. 
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There are, again, certain articles which are usually con* 
sumed by the very rich people who can afi'ord to ignore any 
change in the prices of these articles. That is, the amount which 
they have to spend more or whi^ they can save if the prices 
of these articles rise or fall slightly, is of little importance to 
them. Demand for these articles, therefore, is less elastic to the 
rich people. Generally speaking, people who can ignore price 
changes, because they have sufficient means, have less elastic 
demand than those^ho with limited means, have to think twice 
before spending a rupee. This, in other words, means that 
elasticity is relative to a particular income group. It is possible 
that the elasticity of demand fcMr the same article will be zero 
for the very poor, considerable for the middle class people and 
low for the rich people. Elasticity of demand for luxury goods, 
for instance, illustrates this point. That is, those who are very 
rich or very poor are not concerned with the price changes of 
these articles, while the middle ekss people mostly increase or 
decrease their volume of purchases if the prices of these articles 
fall or rise. Fine dhoti may be said to be such an article in 
India. 


Evidently, then, while we speak of elasticity of demand of 
any commodity, we refer to a specific point in the demand 
curve and a commodity, again, under different conditions, may 
have different elasticity of demand. 


Let us now briefly discuss the position of the demand curve 
when the people’s real income increases and therefore, the total 
demand becomes more, without a fall in the price of the com¬ 
modity. 


So long, we had in mind the statical demand curve which 
necessarily slopes dbwnward to the right as a result of the in¬ 
creased demand consequent on e fall in the price of the com¬ 
modity. The position of the defiiand ciuh^e, however, wOl be 
nmtei^llty if we take ipto conridemtipn the influent 

<pt tho^ ;4yttjanik: factors which qre real lind 
We. ; c Th^ faet^s are, for instance, a chai^ 



56 


AN INTRODUCnON TO MODERN BCONOMIOB 


technical improvement due to improved technical knowledge, 
etc. 

Pemand, in actual life, where dynamic forces are in opera¬ 
tion, however, increases even without a fall in the price of the 
commodity. For instance, iifcreased population will mean in¬ 
creased demand. Similarly, a change in the taste of the people, 
technical improvements or better distribution of income wldch 
may mean transfer of puAbasing power to lower income groups, 
increase in the money income of the people resulting in 
increased 'propensity to consume’, etc., will automatically in¬ 
crease the total demand. 

Increased demand now will mean a different position of the 
demand curve, viz,, the curve itself will now move to a higher 
position. The following figure illustrates the point. 



Ihi 6 an increaAa in demand wfil mean that the curve 
No. 1 will be shifted to a new posithm, indicated by the curve 
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No. 2. It is dear that although the price has risen from QF to 
the quantity demanded has increased fxom OQ to 

In the statical sense, assuming no change in any condi¬ 
tion, 6Q^ amount could only be demanded if the nrice declined 
from QP to Q'Q*. 

Conanmer’a Surplus i Does the price, it may be asked, 
which we actually pay for a thing represent the satisfaction we 
•obtain from its possession ? Generally speaking, it does not. 
For, there always exists a difference between what we actually 
pay for a thing and the maximum amount that we would be 
prepared to pay than go without the thing altogether. This 
difference, whi^, in other words, is a. surplus satisfaction we 
obtain by buying anything is the economic measure (ff the sur¬ 
plus of the consumer or the consumer’s surplus. 


The price which a person pays for a thing, says Marshall, 
*’can never exceed, and seldom comes up to that which he would 
fbe willing to pay rather than go without it; so that the grati- 
ffcation which he gets from its purchase generally exceeds that 
which he gives up in paying away its price; and he thus derives 
from the purchase a surplus of satisfaction.” ^ This excels of 
the price which the buyer would be prepared to pay rather than 
go without the thing over that which he actually pays is the 
•consumer’s surplus he derives from the purchase. 


The doctrine of consumers surplus is a deduction from Jthe 
Law of Diminishing Utility which states that the more of a 
thing a man has the less he wants more of it and therdore, with 
^very increase of his stock of the commodity he will offer lower 


and lower price for the additional unita;^^ Take an iUustraticui. 
^Suppose that a man is very hungry and therefore, is wfllingi id - 
pay ev^ Ee..l/- fo]^ cake because, he expects satisfactm lipin 
it worth Be. 1/-. But it, is likely that the same inan wiQ buy fhe 
ilnd, iid oe 4^ cake if the prices were As.,V8A 

h^au^ the laiialac^n he eaq^^ects 
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successive nmts gradually becomes less and less,, Suppo^g tbe 
actual price in the market per cake is annas four only and 
h^ce^ for the 4 cakes the man purrhasei he pays only 4X4 
annas, Bs. 1/-. But as vie have seen the total price he was 
willing to pay is equal to Rs. 1/- -f" -/18/-i + -/8A, 4* -/4/-, 

Rs. 8/8/-. Evidently, therefore, from his purchase of 4 cakes he 
obtains an additional satisfaction of worth Rs. 1/8/- (Bs. 8/8/- 
— 1/- = Bs. 1/8/-). Consumer’s surplus is thus the surplus 
which a consumer enjoys on his *intra-marginal’ purchases. 

In the words of Marshall, this surplus satisfaction or benefit 
which we get from buying at a low price things for which we 
would be prepared to pay a very high price than go without, 
depends on environment or conjecture. 

In our illustration, the man therefore, derives the surplus 
satisfaction of Re. 1/8/- from what Marshall says his *cou- 
jecture* that is, *from the adaptation of the environment* to his 
wants in the particular matter of cdie. If the adaptation ceased 
and cakes could not be obtained at any price then the man 
would have suffered a loss of satbfaction at least equal to that 
which he could have got by spending Be. 1/8/- more on various 
other Uiings. 


The doctrine of consumer’s surplus may be illustrated with 
the help of a diagram in the following way. 

in Hg. 8 (p. 59} the price is measured ahmg OY and the 
quau^lty is measured abng OX axis. Our hungry man, let us 
stq)|jb8^ ^as prepared to pay CC^ price for Uie OC amount since 
he espected f^m it OCXD^F amount of sati^action; rimfiarly, he 
was prepa ^ t o pay for the other unitsf CJ^ AX, and 
XE, AA^ Xh^ and EE^ prices lespectivety, for in thesa cases 
tie aifioiint df sariafaclloii he was beeomii^ gmcLuiliy 

AX K^A^ and £B Since be has 
4 iealpes, pay$^ each a price equal to £E\ riie 

Urn dot- 
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ted area FE^C^P, therefore, is the surplus amount of satisfac* 
tion the man derives from his purchase of 4 cakes. 



How to measure the Consumer’s Surplus in a market ?' 
The individuals who comprise a market have a bewildering, 
variety of tastes, sensibilities,, temperaments etc., and their 
money incomes are also different. It is, therefore, natural that 
the same sum of money which may be spent in purchasing an 
article, will yield different amount of satisfaction to different 
persons, it will yield different consumer’s surplus to different 
persons. It is, therefore, a very difficult task to measure the 
consumer’s surplus in a market. But as suggested by Marshall, 
if the fhct that the same sum of money represents different 
anfounts of satisfaction to different people could be ignored, 
then, we might measure the surplus satisfaction which the i^e- 
of a commodity dffords to a market, by the aggregate df the 
sums by which the pri<^ shown in a compete list detnand 
pricesiotr jhe commodity, exceeds its selling price, (j^ a large ' 
market; in tastes, temperaments etc.» iat likity jlor 

can^ eadi other since we will Uke into account the cai^ of k 
isige individuals} « \ 
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The Problem of measiiriiig the Consumer’s Surplus s 
The doctrine of consumer’s surplus is a deduction from the Law 
of Diminishing Utility and we have seen how the Law of 
Diminishing Utility suffers from some serious limitations because 
of the difficulties of measuring 4;he utility a person derives from 
possessing or consuming a thing. The task of measuring the 
consumer’s surplus is, therefore, a difficult task. In the follow¬ 
ing paragraphs we have esfiimined some of these difficulties and 
the remedies which have been suggested. 

Consumer’s surplus, we are told, is the excess of satisfaction 
which the consumer gets from his purchase of a thing over that 
which he foregoes in paying the price for it. But, can we, it may 
be asked, with any amount of accuracy say what price wotild be 
offered for the thing, if that were the only one in the market ? 
Or, even if there were more, what prices would a man offer for 
each of the units if they were offered one after another ? The 
truth is that our answer would be a mere guess work. For 
we only know the customary price and the changes in the 
neighbourhood of the range with which we are familiar. But we 
have no idea as to what the demand prices for a thing would be 
if the amounts offered for sale were very different from those 
which are commonly sold. 

“Our list of demand prices” Marshall himself says “is there-' 
lore highly conjectural except in the neighbourhood of the 
customary price; and the best estimates we can form of the 
whole amount of utility of anything are liable to large error.”^ 

This is, however, not a very serious difficulty for *the chief 
Applications of the doctrine of consumer’s surplus are concerned 
with with such changes in it as would accompany changes in the 
price of the commodity in question in the neighbourhood of the 
customary price’ and with whicb» therefore* we are familiar. 

Secondly, take the case of say, sugar and gur, assuming one 
is a dose substitute for the other. Measuring the consumer’s sur* 
plus of these ’rival’ commodities presents some difficulties. If 


^ d htdifftiy, p. 4M. 
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oi course, sugar were not av^ble, people would incre^e tbeir 
consumption of gur. True, non-availability of sugar wOl' mean 
a dednite loss of satisfaction for them ; but it^s also true that if 
neither nor gur were available, then their loss would be 
still greater simply because in tUht case they would not be able 
to take to gur either. Hence, the total utility of both sugar 
and gur is greater than the sum of the total utility of 
sugar and the total, utility of *gur, calculated on the 
supposition that when one is not available the other 
is available, and therefore, people can have recourse to 
that. It is, therefore, obvious that even if the total utility 
derived from’ both sugar and gur be added together, that would 
not be an accurate measurement of the total amount of satisfac¬ 
tion from their consumption. How are we then to measure the 
consumer’s surplus of these 'rival* commodities ? In order to- 
avoid this difficulty, Marshall suggests that such 'rival* commo¬ 
dities should be grouped together as one commodity under s. 
common demand schedule. 


Take again the cases of the articles which either (i) have 
great prestige value e.g,, precious stones or (n) are bare neces¬ 
saries of life food for sustenance. In the first case, they 
are evidences of wealth and social distinction, their prestige 
value, therefore will fall if their prices fall. Naturally, there¬ 
fore, a fall iu the price of these articles will not yidd more 
consumer's surplus though their intrinsic qualities may remain 
as before. Instead, the surplus may altogether disappear. 


In the second case, while ordinarily we do not comiciously 
feel the satisfaction they yield yet their utility is in^te. One 
may be, for instance, prepared to part with all he possess foir 
these ti^gs. Thb^is true also in of convmitional necess¬ 
aries.' 


< iPommpe^s surplus therefbreis unsubstantial and indefinite 
rit ^ to ffiscuss in this connteS^ 
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tion made by Prof. Patten between *pain economy* and 'pleasure 
economy.* By *j>ain economy* he meant that stage when con¬ 
sumption is restricted to the indispensable minimum, that is, 
when one consumes not for any positive satisfaction but only 
to 'ward off pain.* It is esrtr^ely painful to forego consump¬ 
tion of these articles, t.e., the bare necessaries. 'Pleasure 
economy* refers to that stage when consumption yields positive 
satisfaction. This comes* after the first stage, that is, when 
man*s primary or elemental wants have been satisfied and 
therefore there is scope for chojce in the 'direction of expendi¬ 
ture.* Consumer’s surplus can be measured while the second 
stage is reached. In other words, we cannot measure con¬ 
sumer’s surplus of commodities yielding 'pain economy*, e.g„ 
bare necessaries, but the consumer's surplus of articles yielding 
'pleasure economy’, e.p., attractive attire etc. can be measured. 

Consumer’s surplus, it is said, can hardly be measured with 
any amount of accuracy since we know, that as a man’s stock 
of a thing goes on increasing his utility for the earlier purchases 
gradually diminishes. That is to say, as a man buys more and 
more of a thing the urgency of need of earlier units diminishes 
and, therefore, the utility he derives from those units, f.e., which 
he has bought earlier becomes less and less. With the increase of 
the stock of a thing, therefore, the buyer’s demand prices for the 
earlier units fall since they gradually yield less and less satisfac¬ 
tion. This, therefore, necessitates redrawing of the earlier parts of 
our list of demand prices continuously at a lower level, as we pass 
along it towards lower prices, {>., redrawing of the demand 
curve at a lower level as we pass along it to the right. 

This argument, however, 'misconceives the plan* according 
to which the list of the demand prices is made. For, it must be re¬ 
membered, that the price we set against different units while 
we draw the demand schedule represents the additional utility 
of additional units and not the average utility of the units 
purchased. The difficulty of continuously redrawing the earlier 
parts of the demand curve, therefore, does not arise. The 
<ibjectk>n would, of course, be valid H the demand price set 
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against each different unit represented the average utifity 
of the units. Let us take the illustration of the hungry 
man eating the cakes. The utility of the first cake to him is 
worth XA; ot the second cake annas •/!%/•. The averi^e 
utility of the two cakes to him therefore will be 
SimUarly, while he buys the fird Ihd the 4th cake, the average 
utility becomes -/!*/- and -/lO/-' re^ctively. Evidently, 
therefore, if the demand curve measured the average utility of 
the cakes then we would have to rec&aw it as the man went 
on. buying more and more of cakes since in that case the 
average utility of the earlier units would surely fall. But the 
list of demand prices represents not the average utility but the 
additional utility of the additiomd units the utility of the 
second cake is the utility that the man derives in addition to 
the first unit and this is measured by the price set against it in 
the list, that is, annas twelve. Similarly, the purchase of the 
subsequent units, therefore, does not affect the utility of the 
units purchased earlier. The objection, therefore, is not valid 
since it misconceives the plan according to which the list of the 
prices is made out. 

Lastly, it is pointed out that the doctrine of consumer’s 
surplus makes an unreal assumption, namely, that the marginal 
utility of money is constant, that is, spen^ng of more money 
or less does not affect the marginal utility of money. We can* 
not deny that, the more a man spends on any tiring the less 
power he has to buy more. Marginal utility of money to him, 
therefore, increases with every fresh expenditure he incurs. 
Si^ially, when we have to impend a large share of our limited 
income on some commodity, an increase or decrease of expendl* 
ture will certainly alter the marginal utility of money and hence 
vitiate our conc^ion arrived at on the assumption that the 
marginal utility oT ^loney does not change. 

This difiSculty can be avoided if, as Hicks su^ests, by con* 
sumeris atuplus we mean a gain which accrues to the cmisumer hi 
terifis of labriey income consequent on a fall m tile price of a 
ti^ tow of ^riridi would only offset the fisff in 
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and leave the consumer neither better off nor worse off than 
before. To take an illustration : Suppose, Mr. A purchases 
16 cakes, 4rhen the price of the cake* is annas 4 each. Suppose, 
again, that when the price falls to soy, arenas S, he also purchases 
the same amount, that is, *16 cakes. But since the price 
of cake has now fallen from annas four to annas three, Mr. A 
will now have an additional annas twelve which he can spend 
on any other articles heVants to buy. The income of Mr. A 
has now increased by annas twelve. Obviously, the surplus 
satisfaction, t.e., the consumer’s surplus enjoyed by Mr. A will, 
in any case, not be less than annas twelve. The loss of this 
twelve annas would only offset the gain obtained by a fall in the 
price of cake and the position of Mr. A will neither be better 
off nor worse off than what it was before. This, in other words, 
means that if the price of cakes declined from annas 4 to annas 
S and the income of Mr. A fell from Rs. 8/- to Bs. 6/4/-, then 
he could buy a dozen cakes as before, that is, he would not be 
any the worse off because of a fall in this income. 

The Doctrine of Consumer’s Surplus: Its Utility: 
Economic science observes Marshall himself has very little 
to say as to how far the price we pay for a thing represents 
the satisfaction we drive from its possession. But **that little” 
adds he again, *13 of some importance’ and the notion of coii- 
surmer’s surplus according to him is of great importance for the 
higher work of the economic students. We will, therefore, not 
do justice to the great thinker who introduced the concept of 
consumer’s surplus in economics if we, because of the difBculties 
of measuring it, discard the concept as ^unsubstantial* or 
’unreal*. Instead, the doctrine is extremely useful in more than 
one ways as win appear from the following discussion. 

The price we pay for a thing, may not accurately measure 
the satisfaction we derive from it. But the doctrine of con* 
suiner*s surplus has the great merit of focussing our attention 
to the Important fact that we derive infinite satielkcdon from 
eertain articles (ff daily use salt etc. although the price we 
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pay for them may be very low while the consumer’s surplus of 
some articles which we hold in much esteem and thei^ore* 
which command very high'iffices precious stone may at 
limes be nil or at least much less than that we derive from the 
above artides. Therefore, howeves inaccurate in measuring the 
satisfaction we derive by paying a certain amount of money 
for a thing the doctrine is useful in so far as it helps us to 
understand the difference which exists ^n cases of certain com* 
modities between their value in use and their exchange value. 

*Of what avail* asked Prof. Nicholson, according to whom 
the doctrine consumer’s surplus is purely hypothetical and 
arbitrary, *is it to say that the utility of an income of say £10U, 
a year is worth say £1,000 a year ?* Evidently, he had great 
doubts about the utility of the doctrine. But as we have known 
the doctrine aids us in making estimates of the benefits we 
derive from our environment or as it is said from our ’conjimc* 
ture.’ It is, therefore, helpful in making comparisons of con* 
ditions which obtain in different countries or in the same coun* 
try at different periods. Prof. Marshall’s reply in this connec* 
tion to Prof. Nicholson which we are quoting bdow is significant 
and interesting. “There would be no avail in saying that,** 
observes Marshall, but, he adds, “there might be use, when 
comparing 'life in Central Africa with life in England, in 
saying that, though the things which money will buy in Cen* 
tral Africa may on the average be as cheap there as here, yet 
there are so many things which can not be bought there at all, 
that a person with a thousand a year there is not so well off as 
a person with three or four hundred a year here*’. ^ 

Similarly, the doctrine hdps us in making comparisons of 
the benefits derived in two different periods. Supposing for 

1 MazahaU gives us tUS followhig 31ustzatioa. a maa. pa^s id tpdl «n 
a bndge, vhidi saves him an additional ddve. diat woidd cost a slulhag, vc do 
npt sa7 that dm penny is worth a diiUing, Imt dial the penny to(^wer with. 
tito advantage Um fay the bridge <the part it {days in his,,Mnjunctiiie)', 

is wor& ii for that day. Were ^ bridge swept ai^ on a day on which 
he nee^ it. h^woidd be in at least as bad a position as g he 
^B^vad cl s lev e a paace.^ ( Marshal V*~BooaQini<w (g Sodnabey, p* 4Ste) 



66 \ AN INTfiODncnON TO MOnBRN BCONOMICS 

instance that we want to compare the conditions of the labourers 
of India to-day, with those which existed say 60 years before, 
then we have to take into account the consumer’s surplus the 
labourers enjoy now and which they used to do then. For, 
other things remaining equal,«the greater the consumer’s surplus 
enjoyed by them, the better is their economic condition. 

It is again difficult, ^f not impossible, on the part of Public 
authorities to ignore the importance of the concept of con¬ 
sumer’s surplus while, for instance, they decide to impose a new 
tax or to grant a bounty. Either will change the prices and 
therefore, alter the consumer’s surplus of the articles whose 
prices will be altered by these decisions. 

. When we shall study Production, we shall see that (t) there 
are some commodities the production of which obeys the law 
of constant returns, (») some the production of which obeys the 
law of diminishing returns and (m) some the production of 
which obeys the law of increasing returns. A tax or a bounty 
in any case will necessarily alter the prices of the commodities 
and, therefore, also the amount of consumer’s surplus derived 
from them. Charged with the responsibility of ensuring the 
maximum social welfare, the Exchequer, either he decides to 
impose a fresh tax or to grant a bounty, ^ hardly can ignore the 
effects of his policy on the consumer’s surplus, in other words, 
on the welfare of the people. Briefly speaking, it will go a long 
way to augment the welfare of the people if tax be imposed on 
those commodities the production of which obeys the law of 
diminishing returns and bounty, may be a part of the proceeds 
of the tax, be given in cases of those commodities the produc¬ 
tion of which obeys the law of increasing returns. ^ 

It is thus clear that the exchequer cannot ignore the 
importance of the consumer’s surplus noi can the monopolist 

1A tax is takxsi as r^iesentative of those chanf^ whidh may cnitse a 
4{efienl increase and a boun^ is taken as lepresentative of those changM whidi 
may caose a general diminution in the nf^nDol supply pike of a commodity. 

^In lihe flift case, that is, vhen the oommodiqr is produced under the law 
* of constant retuniA impositkm of a tax will dMiisli the emmumer’s atnplttc 
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afford to do it while he fixes the price of his commodity. If 
he chooses to fix the price at a level which will leave no con¬ 
sumer's surplus then the consumers may be scared away or may 


by more than the increased payments to the producer or by more than the 
gross receipts of the state. *'For, on that part, of the consumption of the 
commodity, which is maintamed, the consumer loses what the ^te receives 
and on that part of the consumption which is destroyed by the rise in price, 
the consumer 8 surplus is destroyed end of course there is no payment for it 
to the producer or to the State.** (Marshall—Principles, p. 467). 

A bounty on such oonunodities, on the other hanA will increase con¬ 
sumer's surplus but by less than the bounty itself. **For, on that part of the 
consumption which existed before the bounty, consumer’s surplus is increased 
by just the amount of the bounty; while on the new consumption that is 
caus^ by the bounty, the gain of consumer's surplus is less than the bounty,'* 

In the second case, t.e., when a commodity is produced under the law of 
diminishing returns imposition of a tax by raising its price and thereby dimi¬ 
nishing its consumption will lower the expenses of production of tlie commodity 
other than the tax and consequently, the suppty price will be raised by some¬ 
thing less than the full amount of the tax. Obviously, the consumer’s surplus 
will be less but the gross receipts of the state from the tax may be greater than 
the loss of the consumer's surplus. 

A bounty on such commodities will lead to increased production of these 
commodities and will extend the mar^ of productou to places in which the 
costa of production are greater than before and, therefore, will lower the 
price and increase the consumer’s surplus, but less than if bounty were 
given to a commodity the production of which obeys the law of constant 
tetnrns. For, while production obeys the law of constant returns increase 
in the consumer’s surplus when bounty is ^ven, will be less than the cost 
of the bounty but while the production obeys the law of diniinishing returns 
increase in consumer's surplus when bounty is given, will be still less than the 
cost of the bounty. 

In the third case, that is, when production obeyts the lew of increasing 
returns, imposition of a tax is more injurious to the consumer (than if levied 
' on one whi^ obeys the law of constant returns) since it will lessen the demand 
and, thnefore, the output flso. Consequently, the price may rise ^ more 
than the amount of the tax a^d the consumer’s surplus will ^nunish by 
more than the total ptyments which the tax brings in to the exchequer. 

A bounty on sudli commodities, on the other lumd, fay canting consider- 
able fall in ihtir prices will cause an increase in the consumer’s surplus whkh 
may exceed the total payments made by the state to the {ooducers in the sbape 
of bounty. 
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agitate. On the other hand, his profits may be more if larger 
sales be ensured by lowering the price of liie commodity and 
thereby popularising his commodity. This usually a mono¬ 
polist will do if he has in yiew the welfare of the public or if 
he wants to popularise his commodity. As observes Marshall, 
“if the monopolist regards a gain to the consumers as of 
equal importance wit}»an equal gain to himself, his aim will 
be to prepuce just that amount of the commodity which will 
make this total benefit a maximum. But it will seldom 
happen that the monopolist can and will treat £1 of consumers* 
suiplus as equidly desirable with £1 of monopoly revenue.** 
The aim of the" monopolist, therefore, will be to fix on that 
price which will make the compromise benefit as large as 
possible. ^ 

Similarly, while fixing the price at which they will sell their 
services to the public the state railways and other public busi¬ 
nesses, have to do it in such a way that the income of the state 
is not derived at more than proportionate loss of consumer's 
surplus to the public. 

Consumer's surplus therefore is closely associated with the 
social welfare of the people. The importance of the concept 
hardly can be denied in view of the fact that it is inter-mixed 
with so many problems of economic theory. Non-availability 
of sufficient statistical materials, of course, limits its practical 
utility, but inspite of all limitations as will be evident from the 
above discussion, the importance of the doctrine cannot be 
minimised. 


total benefit Mwnhall meane the suaf' of the oonsiuner’a aurpliia 
which ari^ from the salei of the commodity at any price and the moncvoly 
revenue derived from it, which ia the money measure of the net baoafiU 
acemiag from the aak of the commodity to the producers and the oonsumere 
together. In other words, the total benefit of a monopoly u the sum of 
the monopidy revenue and oon8miier*s surplui. But if the eoniumw'a sttt|4<u 
be counted at a fraction of its actual value* the sum of the two may be edted 
compSomiae bih|efit. (Manball^-Ptmciples). 
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INOIFFERENCE.CURVES 

Introdnctioii : We have known that the consumers are in¬ 
terested not in ^isolated* goods, but in m combination of related 
goods. Nor do they have absolute preference for any com¬ 
modity. We have also seen that it is extremely difficult to 
measure the utility of a thing taken in isolation. The theory 
of marginal utility has, therefore, been found wanting and has 
been replaced by what is known as the principle of marginal 
substitutability. Instead of drawing the margmal utility curves 
we should, therefore, draw indifference curves to illustrate how 
different combinations of two commodities on which a con¬ 
sumer can spend his limited income, may be equally preferable 
to him. 

Dlnstratloiis s Let us suppose that there are two commodi¬ 
ties, viz., wheat and rice on which Mr. A, the consumer pro¬ 
poses to spend his limited money income. In figure 10, (p. 70) the 
amount of rice is measured along the horizontal axis OX and 
the amount of wheat is measured along the vertical axis OY. 
The line which joins Y and X is the price line., And Mr. A 
he so choose^, can spend his entire income to buy either OX 
amount of rice or OY amount of wheat. But since he does not 
have absolute preference for either, he proposes to spend his 
income to buy both wheat and rice. And by drawing per¬ 
pendiculars from any point on the price line YX, Mr. A can get 
any combination on whidi he can spend his total income. Sup¬ 
pose that perp^iculars are drawn from the points P and Q pn 
Y^, price line, l^ese wOl show that Mr. A can spend his 
Income to buy either OP^* amount of rice and OM amount o! 
wheat or aniount of Hce aiid ON amount of wheat 

Now» the question b^re Mr, A Is not just j^ 

Ipqpline, jbut |o spend it on a combination of thea§. two aitu^ ' 
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whidi is most preferable to him.' We know that while the 
stock of a commodity one possesses increases his preference for 



it decreases. How far it will decrease depends on his scale of 
relative preferences. Given the scale of preferences of Mr. A 
therefore we can draw a number of indiff^ence curves to 
illustrate how different combinations of wheat and rice^will be 
equally preferable to Mr. A and also can show which will be 
the most preferable combination for him. 

In Pig. 11, C* and C* are three indifference curves. As 
is seen the curve is higher than the curve and the curve 
is higher than the curve C*. This means that larger quantities 
of wheat and rice can be obtained by Mr. A if he is in a posi¬ 
tion to spend more and more money, if his income Is 
and higher. And if Mr. A^s income permits he will natural 
prefer to have, a ^combination on the highest curves t^t ^ 
♦h^n on any cond>hiation on the other two, that is, C* ahd C*. 
Now we know that Mr. A’s incoine id limited and it 

inay allow/himt to "have-;any contbinatioh oh li%hhst 
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curve, that is, So the question is what combination of wheat 
and rice will be most preferable to Mr. A and on which curve ? 

In Pig. 11, we see from the^ curve that it is open to 
Mr. A to obtain either OR amount of rice and T^R amount of 



wheat. Or, he may choose to have OR^ amount of rice and QR^ 
amount of wheat. But since a combination of larger quantities 
of wheat and rice is possible on the higher curve C^, it is natural 
that any combination on this curve which touches the price 
line YX at T will be more preferable to Mr. A than any com» 
bination of ^eat and rice on the lower indifference curve 
That is, Mr. A wiD prefer more a combination of OR amount of 
rice and TR amount of wheat than the other combinations on 
the curve which is lower than the curve C®. ■ 

Similarly, any eoinbination on C^, the highest curve will 
yield a combination of still larger quantities of wheat and rice 
and therefore woidd be still more preferable to Mr. A. But, 
aa we know his money income is limited and therefore he 
not affcnd to pass on to vdnch is hi^er than C^.iand a' 
> cembtnaiicm of wheat and rice on this curve. ; y 
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Perpendiculars drawn from the point at which an indiffer¬ 
ence curve touches the price line therefore will show the most 
preferable combination of any two commodities (in our case 
wheat and rice) which an individual can buy with his limited 
money income. The maxintUm amount of satisfaction, thus, 
can be obtained at the point of tangency between the price line 
and an indifference curve. 

Position of the ljurve when either the price of a 
good changes or when the money income of the con- 
sumer changes: 

Demand, we know, responds to changes in the price of a 
commodity. That is, with their limited incomes consumers 
will buy more or less of any commodity if the price of it falls 



say, the price of rice rises and also the positions of the indiffer¬ 
ence curves. 

If the price of rice rises while that of wheat remains 
unaltered then Mr. A will be in a position to buy the same 
amount of wheat as before with his income ie., GY amount 
but he cannot afford to buy the same amount of rice as he 
could buy before rince its price has risen. Mr. A, therefore, 

c 
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<»n afford to buy less and less amount of rice as the price of 
rice continues to rise. As is illustrated in Fig. 12, instead of 
buying OX amount he will giadually^buy less and less of rice 
that is, OX^ OX^ OX^ quantities as the price rises and the posi¬ 
tion of the price line will changeffrom YX to YK.\ YX*, YX® 
nnd perpendiculars drawn on OX and OY from r^, r^, r, that is, 
the points at whicB the indifference curves C^, and C have 
touched the price lines YX^, YX*, Yi®, will indicate the most 
preferable combinations of rice and wheat which Mr. A can ob¬ 
tain with his limited income at the changed prices of rice. 

Similarly, the combinations of rice and wheat which Mr. A 
will buy will differ if his money income changes while the prices 
of these commodities remain unaltered. 

As is shown in Big. 12, with his present income the most 
preferable combination of wheat and rice which Mr. A can buy 
•can be shown by drawing perpendiculars from r®, that is, the 
point at which C® touches the price line YX. 

If, however, the money income of Mr. A rises gradually 
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while the prices of rice and wheat do not change then of course 
he can increase his purchases of both wheat and rice. This is 
illustrated in Eig. 18. Mr. A can buy with his increased income 
OM amount of rice or OY^ amount of wheat instead of OX 
amount of rice or OY amount of wheat which he could buy be¬ 
fore t.e., before the increase of his income. And if his income 
increases still more, then he can buy even larger quantities of 
rice and wheat, that is, Cc can buy ON amount of rice or OY^ 
amount of wheat. That b, as the income increases the price 
line YX moves to the right to the new positions of Y^M, Y^N 
and the points r^ r^ at which the higher indifference curves 
and touch the price lines Y^M and Y^N will indicate the 
most preferable combinations of rice and wheat for Mr. A at 
different income levels. If the prices remain unchanged, how 
the increased income will alter the amount consumed is indicated 
by the line r, ri, r^. (This is what Mr. Hicks calls the Income 
Consumption Curve). 

Any change in the price of any commodity we know may 
have an income effect and a substitution effect. In figures 14 



and 15 are illustrated these effects with the heln of duurrifttnA. 
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The income effect of a fall in the price of a commodity, say, 
rice in our illustration (price of wheat unaltered) wOI mean^ 
a rise in the income of Mr. A and he will pass on to a point on 
a higher indifference curve touching the new price line Y^M. In 
Pig, 14, is shown that he moves Irom T on curve to on C® 
which is higher than C‘. 

The substitution effect of this fall in the price of rice will 
mean that Mr. A. will be inclined tb substitute rice for wheat. 



Fig. 15 

That is, as is shown Fig. 15 he will move from T^ to T® that 
is, the point at which the curve C® touches the price line YM^. 

Coneliision : Implications of the Theory of Choice can,, 
as we have discussed, be illustrated with, the help of mdifference 
curves. But from our analysis it is clear that when a consumer 
deddes to spend his income only on two commodities, his scale- 
of preferen^s can%e illustrated by a series of indifference curves 
on a two-dimensionai diagram measuring two commodities- 
along two axes. But when he chooses to distribute his income 
on more than two artides say$ on three articles, we need thteo 
dimmisbti^ diagram, and the indifference curve ana)[ 3 r 8 l 8 ‘'|jOse 8 ' 
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its previous simplicity. And if be decides to spend his income 
-on more than three articles, then the indifference curve analysis 
does not help us because in that case, that is, for more than 
three commodities geometry does not help us. If, therefore, the 
consumer decides to spend his jpcome on more than two articles 
then it is not possible to show his scale of preference with the 
help of indifference curve on a two dimensional diagram, for, in 
that case we would require as many dimensions as the number 
of articles on which he wants to spend his income. Hicks, how¬ 
ever, suggests that when the relative prices of a group of com¬ 
modities can be assumed to remain unchanged, they can be 
treated as a single commodity. 

Secondly, this indifference curve necessarily slopes down¬ 
ward to the right. And why is it so ? This is so, simply be¬ 
cause each commodity has a positive marginal utility and a 
person will naturally prefer a combination of increased amount 
of any good without any decrease in the amount of the other 
-for this will increase his total utility and so he will, if he can, 
pass on to an indifference curve which is at a higher level. But 
if his income does not allow him to pass on to any higher curve 
and if he has to stay on the same curve, then increased amount 
of a commodity must necessarily be compensated by decreased 
amount of the other and this just implies that the indifference 
curve must slope downward to the right. The marginal rate 
of substitution of a commodity for another will however deter¬ 
mine the nature of the slope of the curve. 

The aggregate demand for a commodity of a group of persons 
in the market is the market demand for the good and while 
studying demand we have seen that it is possible to have a 
market demand schedule and also to draw a maiket demand 
‘Curve. And any change in the price of a commodity will, 
-as we know, set up an income effect and a suostitution effect on 
Its demand. This is true in case of demand of an individuai 
•as alaO' in case of market demand. That is^ just as an indivi- 
'dual w^ buy more of a good when its price fkHs so also the 
^jgmp eoiwfitutiDg a maricet will substittite the good Whose 
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price has fallen for that the price of which has not fallen. So* 
the substitution effect of the group will be the same as the 
individual substitution effect. But it is likely that amongst the 
members of the group the opinion may differ as regards the 
quality of the gpod. That is, some may believe that the good is 
inferior and, therefore, may buy less while others may hold that 
it is not so and, therefore, they wj)! increase the amount of 
their purchase. It is, therefore, difficult to ascertain the in¬ 
come effect of price changes of a good in a market. 

The effect on the demand for a commodity from a group of 
consumers is, therefore, divisible into (i) substitution effect and 
(ii) income effect. But while something can be said in general 
about the substitution effect, about the income effect as, says 
Hicks, nothing in general can be said. Two points, however, may 
be noted, viz.» (a) A fall in the price of any article, in our illus¬ 
tration say, of wheat, will act like a rise in the income of Mr. A 
and will tend to increase the demand of Mr. A for every good 
consumed, excepting, however, the goods he considers inferior. 
And the income effect will generally be small if the proportion 
of his income which Mr. A spends on it is small. (6) The 
substitution effect of a fall in the price of wheat will involve a 
substitution in favour of wheat and naturally, therefore, against 
some other thing than wheat. If all other commodities as 
Hicks suggests, be lumped together into a single ‘commodity* 
and the amount of it is measured along the horizontal axis OX in 
our figures then the substitution effect will tend to diminish the 
demand for this composite commodity. If, however, they are 
not taken together then the demand for each one taken 
separately need not decrease.^ 


^Cktods, again, be, as Edgeworth and Pareto held, OQtnple- 
mentaiy, It is, therefore, lik^ that in sudi cases a fall in the price one 
will inmase the demand of this as well as that of the other good which is com- 
.^emeatary to it and the income effect will be more pronounced than the 
substitu^n effect. On the other hand, if they are substitutes, the faff in the ^ 
price of one wffl le^ to an increased demand for it whffe the demand for the- 
dtbnr wffl faff. 
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chaA:er 5 
PRODUCTION 

What is production in Economics ? Pick up any man 
husy at his work. He may be a farmer working in the held, 
.an industrial worker engaged perhaps in doing his bit in mak¬ 
ing, say, a fountain pen or an electric fan, a truck driver carry¬ 
ing things from one area to another, a trader engaged in 
supervision of the transport work and finding out by personal 
enquiry the surplus areas, that is, from where the things would 
be taken and the deficit areas, that is, where the things would be 
sent. Each of these workers earns his livelihood by thus 
working and, therefore, every one can be legitimately said to be 
-engaged in a work which is productive. 

Some would, however, suggest that there are some who do 
not produce anything. For instance, the truck driver or the trader 
•does not produce anything and, therefore, the work in which 
they are engaged cannot be said to be productive. Such a view, 
however, is without any scientific foundation. For, if we go 
•deeper into the matter then we will find that none of these 
workers produces anything since none adds any matter to the 
already existing matter in the world. New ideas as Marshall 
observes, may be produced by man in the mental and moral 
world but it is not within his power to create matter. By his 
-efforts and sacrifices he only succeeds in changing the form or 
tha arrangement of matter to make it more serviceable, that is, 
n^ore suitable for the satisfaction of human wants. All that a 
^an in the physical world is that eithw he so readjusts the 
•eids^ig matter as to make it more useful eig*t ^Ifheu he makes 
i^m a Ipg of wood or an earthy j^t f^m day or, ^ 
;|^a]^hs31 says, he iputo tlhe matter in die way of bdn^ more 
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ful by nature, for example, when he puts seed where the pipcess 
of nature helps it to burst out into life and come out as a sprout 
and to become a tree later on. 

' What, therefore, ixian creates is not matter but utility or 
more plainly useful results. And lb this sense the work of each 
of the above workers is as productive as any other’s. It is 
however true that the kind of utility produced by each is not 
the same. For instance, the industrial worker while at work 
is changing the arrangement of matter in a piece of celluloid 
or steel and therefore, the utility he creates is Form Utility. 
The driver while he carries the articles from one place to 
another is also engaged in productive activity and the utility 
he adds to the articles by carrying them from the place where 
they are less wanted to the place where they are more wanted is 
Place Utility. The utility the trader creates is also place 
utility. A trader again may decide to store a thing (instead of 
carrying it anywhere) when it is less wanted because it is 
available in plenty to release at a time when it would be scarce 
and therefore, would be in great demand. The utility, this act 
of storing adds to the article, is Time UtiUty. 

Thus, thek is no essential difference between the activities 
of these workers. Each is engaged in productive activity since 
each creates utility, either Form, or Place or Time and thus 
makes things more useful for the satisfaction of human wants. 
Production, thjerefore, in economics does not mean creation of 
matter, for,, man cannot create matter. By production is meant 
creation of utilities. 

Productive and Unproductive Labour s Some earlier 
thinkers took a narrow view and drew*^a distinction between 
productive and unproductive labour. The Physiocrats for ex> 
ample of the 18Ui celtury regarded agricultural labour (includ¬ 
ing hunting fishing) ad productive since in agriculture nature 
works along, with man and thus creates a net product. Accord¬ 
ing to them the labour of a trader or a merchant which does not 
produce such a net product was unproductive. 
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Adam Smith, however, extended the idea to manulacture 
and regarded the labour of those engaged in producing material 
goods as productive. But even according to him- the labour of 
a lawyer or a physician, a musician or an opera dancer was 
unproductive since the labouibof these workers does not produce 
anything material but ^perishes’ in the very instant of its pro¬ 
duction. 

Similarly, the labour of a man engaged in transport work 
was for a long time not regarded as productive since such labour 
does not create any net wealth but only deals with those already 
created. 

But man, as we have seen, cannot produce matter, he only 
makes the matter more useful by re-arranging it and thus 
creates ultility. Hence, there is no reasonable justification in 
dismissing the labour of all these persons as unproductive since 
they create nothing material or tangible. Again, how can we 
regard with consistency the playing of a violin as unproductive 
while the making of it is to be regarded as productive ? 

Often a distinction is made between occupations and those 
occupations are regarded as productive on which we have to 
depend for our bare necessaries while others are regarded as 
unproductive. And in their zeal to condemn drinking of liquor 
some would regard distilling as unproductive since they do not 
approve of drinking liquor. But the economist as we know 
should not attach any moral significance to the labour of any 
category of workers. And, therefore, however undesirable may 
be the consumption of liquor from the social standpoint, he 
cannot make a distinction between occupations and regard the 
labour the distiller or the man engaged in the manufacture , 
of liquor as unproductive! The labour of these, workers like 
the labour of any other is productive sinc^ it has utility in the 
economic sense and, theiefore, is paid for. In economics^ any 
laboior which yidds utility must be regarded as productive. 
The labour of a distiller or of one producing say quack medi- 
'dnesi therefore, must be regarded as {uoductive smce in eitiier 
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case satisfaction is obtained by those who consume them, ue., 
liquor or medicine. 

It has been rightly observed that, it is “an abuse of language 
to call an occupation ^productive* \fhen what we really mean is 
'indispensable*; and it is the language of abuse to call an occupa¬ 
tion 'unproductive* when what we really mean is 'sinful in the 
eyes of true believers*—^believers, that iS, in the simple life and 
the virtues of manual labour.** 

Is there then, the reader may ask, no labour which may 
be said to be unproductive ? Yes, some labour may be said 
to be unproductive. For example, the labour of those who 
have failed to promote the aim towards which it was directed 
is unproductive for it has produced no utility. The labour, 
for instance, of workers who began to construct a bridge but 
later on abandon the idea and leave the work unfinished is 
unproductive. The labour spent in the construction of the part 
of the bridge which remains unfinished is a complete waste 
and has not produced any utility. It is therefore unproductive. 
So, all labour should be regarded as productive except that 
which fails to promote the aim towards which it is directed and, 
therefore, which produces no utility. 

Again, the labour of a burglar or a pickpocket should not 
be regarded as productive for they simply try to take away 
things possessed by others and do not produce any utility. 

Finally, it may be asked, how should we regard the exertion 
a player undergoes while playing a game or of a musician sing¬ 
ing for his own pleasure ? Such exertions undertaken for their 
own sake or for the pleasure derived from them are not regard¬ 
ed as labour in economics. For, in economics by labour is 
meant any exertion either of body or of mind undergone partly 
or wholly with a view to some good other than the pleasure 
derived directly from the work. 

Agents or Factors of Prodnetiont It is customary to 
classify the factors of production under three heads, namely. 
Land, Labour and Capitid. So did also the dasglcaJi econo* 
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mists. It is, however, to be noted that the sense in which each 
of the words is used is different from what is popularly under¬ 
stood by them. Land, for instance, does not mean just the 
surface of the earth. Instead, it is used to mean the whole of 
animate and inanimate Nature excluding, of course, man but 
including “the whole of the materials and the forces, which Na¬ 
ture gives freely for m&n’s aid, in land and water, in air and 
light and heat.” >Land, in economics, includes also forests, rivers, 
mines, sunshine, rain, wind, waterfalls etc. But as an agent of 
production land exists independently of human effort. 

Labour as a factor of production refers to any exertion 
either of body or of mind undergone by men partly or wholly 
with a view to some other good than the pleasure derived 
directly from the work. The exertion, say, of a player while he 
plays for the pleasure he derives from the game, is not regarded 
as labour in economics. 

Capital as an agent of production may refer to the concrete 
instruments of production, that is, concrete capital or it may 
mean the loan or money capital. In the first sense it refers to 
the stock of assets that has been built up by application of 
human labour to natural elements in the past, as for example, 
machinery, buildings etc., which arc, therefore, the physical em¬ 
bodiments of past human labour and help further production. In 
the second sense, capital refers to the money available at any 
given time for investment , in new concrete capital goods. 

With the growing specialisation of the processes of produc¬ 
tion and the complexities of production on a large scale in 
recent years the need of proper co-ordination of the factors of 
production in order to avoid waste, reduce the cost and maxi¬ 
mise the output, has become all the moreWgent and, therefore, 
Organisation or Enteiprise has been added by some writers as 
the fourth factor of production. This factor is supplied by 
entrepreneur on whom rests the responsibility of co-ordinating 
the factors of production in the most sdentific and economical 
way» of supeovising imd organising the enterprise as a whde. 
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This classificatioii of the factors of production, however, has 
been found unscientific and inadequate by some modem writers. 
For instance, by labour is meant the effort of every (kind of 
worker, that is, the effort of say, a% industrialist or of a surgeon. 
But we know how different is the labour of an industrialist from 
the labour of a surgeon. Similarly, there are different grada¬ 
tions of the quality of land. It hasp therefore, been rightly 
pointed out by Benham, that lumping together of all land will 
create difficulty for us since we know that the productivity of 
an acre of land, taking the acre as the unit, may differ greatly 
from another acre. And, hence, it is extremely difficult to say 
what would happen when additional units of land are cultivated 
to grow any thing since these additional units may differ from 
those which were already cultivated. 

In the same way there exist innumerable variety and diver¬ 
sity in the nature of equipments, materials and the services 
they render or perform. 

These factors, it is pointed out again, are not as distinct as 
the classification suggests. Land is a gift of nature and there¬ 
fore, is said to be distinct from capital which is produced by the 
efforts of men. But in the short period the supply of capital 
is also fixed just as the supply of land is fixed. Again, by 
clearing, fertilizing and other improvements the effective supply 
of land can be increased just as the supply of capital goods can 
be increased over a period of time. 

Capital, as we have seen, is the physical embodiment of past 
human labour. How can, then, there exist any fundamental 
distinction between labour and capital Which is nothing but 
labour ‘congealed’ ? There cannot, therefore, exist any funda¬ 
mental difference be^een labour and capital. 

Benham, therefore, suggests that the best solution will be 
to subdivide land, labour and capital and to group together all 
similar acres of land, all similar workers and goods and to con¬ 
sider each such group as a separate factor of production. For, 
then each unit of any given factor will be a perfect substitute 
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for any other unit of that same factor. But as he himself 
admits, such groupings, however reasonable, will give us a very 
large number of ‘factors*. We should, therefore, for our pur¬ 
pose, classify the factors of« production into four viz.. Land, 
Labour, Capital and Organisation or Enterprise which, how¬ 
ever, may be reducible into two i.e.. Land (Nature) and Labour 
(Man). For, capital ii^nothing but a compound of land and 
labour and Enterprise is nothing but a special form of human 
labour. 

Some would, however, suggest that in production the part 
played by Nature and capital is passive. Labour, that is, man 
alone plays an active part. It is, therefore, proper that the 
entrepreneur should alone be regarded as the positive agent in 
the production and land, labour and capital are “merely a 
heterogeneous mass of resources, by means of which he attains 
certain ends in the most economical manner possible.** ^ 

Factors which affect the volume of production : A 

community’s welfare largely depends on the volume of goods 
and services it produces. For, the standard of living which in a 
way is the measure of its welfare depends on the volume of its 
consumption. And the more a community is in a position to 
consume, assuming of course, that there is no qualitative deterio¬ 
ration, the higher will be its standard of living. And increased 
production must precede increased consumption. It is, there¬ 
fore, necessary to examine the factors which influence the 
volume of production of a community. 

The volume of production of a community, which in other 
words means the total output of goods and services product 
by its members per unit of time, of course, depends on the 
available factors of production. But ii also largely depends 
on the way in which the resources of the community are utilised. 
The role of the men who are at the helm ol affairs is, therefore, 
veiy important and they should do well to remember that to 
increase the volume of production wastages in all direction must 

^Briggi wd Jorchm--4Sodiioniic8. 
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be avoided. This implies the most economical distribution of 
the resources of the community. For, maximum production is 
possible only if the resources are properly distributed. Mal-distri¬ 
bution necessarily entails loss and wastages of the resources of 
the community, the full utilisation of which, therefore, implies 
existence of full-employment of labour power of the community. 
Unemploj'ment, which is a positive social evil, is also an evil 
from the economic standpoint, for, it i»' a sure indication of the 
wastage of the most valuable resource of the community, the 
human resource. Maximum production is not possible so long 
as this wastage of human resource is permitted. Again, just as 
the efficient workers produce more, so increased output is possible 
if the community is equipped with the best technical know¬ 
ledge. Without the best technical knowledge the volume of 
production cannot be maximised. Finally, the social organisa¬ 
tion of the community also affects the volume of production 
just as it is affected by favourable or unfavourable weather, ix,, 
the volume will be more if the weather is favourable and less if 
it is unfavourable. 

The Problem of measuring the Volume of Production a 

By the volume of production is meant the aggregate of all the 
goods and services produced by a community in a unit of time, 
generally, a vear. The problem of measuring this volume is, 
however, less simple than it appears to be. For, we know, that 
the variety of goods and services the community produces, is 
innumerable. To add together this bewilderingly heterogenous 
goods and services in order to havQ a 'statistical total’ which can 
be conveniently used for purposes of comparison of the volume 
of production of one year with that of others, is, to put mildly, a 
baffling problem. To avoid this difficulty, however, it has been 
suggested that the money values of these goods and services 
should be added tog&her. But even then, difficulties remain. For 
instance, the prices may not remain stable, they may fluctuate 
from year to year. It is, therefore, possible that while the 
actual volume of production may be less in a year, if the prices 
are high, its money value will be greater. Changes in the types 
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and qualities of the goods due to the changes in the tastes and 
habits of the people will also create further difficulties. The 
difficulties arising from the changes in prices, however, can be 
overcome if the volume of production of any year is valued at 
the prices prevailing in a yeaj which may be chosen as the base 
year and then comparison is made. 

There are, again, certain services which are performed free¬ 
ly, that is, no money iwyments are made for these services. 
For example, while we ourselves wash the utensils we use. No 
account can be taken of these services. Similarly, the benefit 
we derive say, from the dress we put on, should be excluded. 

Again, the materials used in the production of any com¬ 
modity, we know pass through a series of stages in the process 
of production before the commodity comes out as a finished 
good ready for the consumers. Take, for instance, a leather 
suitcase. A certain amount of leather and various other 
materials are necessary for its production. But while cal¬ 
culating the volume of output, we must be careful not to take 
into account the values of these materials as well as the value 
of the suitcase. If we do so, obviously then we will commit 
an error—an error of double counting and the calculation will be 
grossly inaccurate. In taking account of the goods and services, 
therefore, we should proceed \7ith caution, because there are 
chances of double counting which must be avoided to ensure 
correct estimation of the volume of output of any year. 

One thing more. Machines, buildings, plants etc., which 
are used in the production of goods naturally wear out or 
depreciate or are damaged as they are used. Thus there occurs 
a loss of capital, (that is, the stock of capital goods automati¬ 
cally will be less in the end of the year than what it was at the 
beginning) which.unless made up will afPeft the volume of pro¬ 
duction in future. It is, therefore, necessary to repair, replace 
or renew these machines, plants etc., in order to maintain the 
capital intact. The net volume of output, therefore, is what 
remains after deduction of the 'depredation*, i.e., after deduction 
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of a certain percentage of the total (gross) output which con¬ 
sists of these replacements, repairs or renewals. 

It is, however, difficult to say with any amount of exactitude 
as to what percentage of the total output will be necessary to 
maintain capital intact. The ide^ of a Depreciation or a Re¬ 
placement Fund is often suggested. That is, a Fund will be 
created in whi^h will accumulate the value of the annual de¬ 
preciation of machines or plants ^tc., so that when com¬ 
pletely worn out these may be replaced by new machines and 
plants by using this Fund. Let us take aii illustration. Sup¬ 
pose a machine worth say, Rs. 5,000/- used in the production 
of a certain commodity is expected to last for 10 years. The 
value of the annual depreciation of the machine, in this case 
will be Rs. 500/-. In the Replacement Fund, therefore, will ac¬ 
cumulate @ Rs. 500/- every year so that after 10 years a new 
machine may be bought to replace the old and worn out 
machine. ^ 

We, however, cannot measure the actual annual deprecia¬ 
tion of a machine, for, machines do not depreciate at a uniform 
rate every year. It is likely, that the rate at which they wear 
out is greater after a few years of their use. An average sum, 
however, may be earmarked annually as depreciation allowance 
with a view to replace the machine when it will be totally worn 

1 Some money need be spent even when a machine is kept idle i.e., not 
currently used in order to maintain it intact. For, there is depreciation 
simply due to passajge of time. The entrepreneur often has therefore to make a 
choice between using up his equipment now or preseiwing it to be used later 
on. But, even if he decides not to use it now, still it would pay him to 
spend a certain optimum sum on maintaining and improving. The expected 
sacrifice of future benefit involved in the present use determines, says Keynes 
Uie user cost, which he defines as “the reduction in^e value of equipment 
due to using it as compared with not using it, after allowing for the cost of 
the maintenance and imqi^vements which it wuuld be ^yorthwhile to undertake 
and for purchases from other entrepreneurs.” The user cost therefore must 
be arrived at by “calculating the discounted V 4 )lue of the additional prospecti\’e 
yield which would be obtained at some later date if it were not used now.” 
(General Theory, page 70). 

This element of cost, the user cost should be deducted from the gross 
aimual income for calculating the net annual income. 
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out. But provision cannot be made for any unforeseen deprecia¬ 
tion in the value of capital equipments due, for instance, to sud¬ 
den changes in market values etc. 

National Income s By National Income is meant the net 
aggregate of goods and servicgs produced by the labour and capi¬ 
tal of a country acting on its natural resources. This net aggre¬ 
gate is, in other words, an accurate estimate of the volume of 
production as wc have saen just now. By National Income we 
thus mean much the same thing as the country’s volume of pro¬ 
duction in a given year. A way of measuring the National 
Income of a country is, therefore, to add together the values of 
all the commodities and services which the community produces 
during the year. 

We should, however, as in the case of measuring the volume 
' of production, avoid double counting and also make reasonable 
allowances for depreciation of the stock of capital assets. In 
calculating the National Income, therefore, while we should 
include the value of the services rendered by the government or 
any other public authorities, the services for which no payments 
are made 6.gr., the services of a wife while she nurses her ailing 
husband, should be excluded. Such free services as are ren¬ 
dered by the government e.g., police, free education, should be 
valued at what they cost. 

A second way of measuring the National Income of a 
country is by examining its distribution among persons, that is, 
by adding up every body’s income. The value of the total 
output of the goods and services is disbursed in mak¬ 
ing payments to the factors of production which produce 
the volume of output viz., rent is paid to land, wage is paid to 
labour, interest is paid to capital and profit goes to the enter¬ 
prise. The National Income is, therefore, the aggregate of 
the incomes earned by the factors of production. 

Difficulties, however, are there in estimating the National 
Income by thus making a total of the factor-payments. For 
instance, we know that the state is continuously receiving mo- 
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ney from a section of people in the shape of taxes etc., and 
making payments to another section of people who neither pro¬ 
duce anything nor render any service, in the shape of poor re¬ 
lief or old age pensions etc. These "transfer payments* present 
certain difficulties in the calculation of the National Income. 
To avoid the error of double counting of incomes, therefore, 
these ‘transfer payments* i.e., the incomes received from the 
state either as poor relief or as pensicfti etc., should not be in¬ 
cluded in the total of individual incomes. Similarly, such per¬ 
sonal incomes as receipt of interest on war loan etc., which do 
not reflect any current productive service of the receipient, 
should be treated as transfer payments and should be deduct¬ 
ed from the total of individual incomes. 

On the other hand, the incomes received by the govern¬ 
ment or other institutions, e.g., schools, colleges, etc., from pro¬ 
perty or trading, or the undistributed profits of the joint stock 
companies i.e., the part of the profit which the companies decide 
to keep as reserve, should be included in the National Income 
since they reflect contributions to output. 

Imposition of indirect taxes or grant of subsidies by the 
state, again, creates some problems. To take an illustration : 
While we buy things, we pay the prices whidi may include an 
element of tax levied by the state. Such taxes raise the values 
of the things in the market i.e., their market values but in fact 
do not reflect any contribution to the productive activity. 
Higher market values due to higher indirect taxes, therefore, 
do not mean higher National Income. For, were it so, then the 
National Income could be augmented by just imposition of 
higher indirect taxes. These indirect taxes, (and such other 
levies,} therefore, should be deducted from the market prices 
of the things we buy^n order to obtain the value of the output 
‘‘at factor cost”.^ 

^ The amount of the indirect tax which we pay in the ahape of higher 
price, may again be utilised by the state to finance some services it renders 
to the public, cleansing the streets. It will be thus a dear case of douMe 
counting if Me add tlie vdue of things at their market prices, which indude 
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Similarly, on the other hand, the subsidies given by the state 
to reduce the market prices or to keep down the cost of living 
should be **added back” to the aggregate of the private incomes. 

Finally, in calculating the National Income we should add 
to the volume of production the net income from abroad which 
consists of income from gifts, income from foreign investments, 
etc. 

There is yet another way by which we can measure the 
National Income of a country viz., by its expenditure. That is, 
we may add together the value of all the things that the people 
purchase and their savings. In the savings also should be in¬ 
cluded the undistributed profits of companies. 

In recent years the concept of National Income has assum¬ 
ed considerable importance. It is in a way an index of the eco¬ 
nomic activities of the people of a country. Various countries 
therefore now a days are publishing detailed estimates of their 
National Incomes. A careful study of the National Income 
year by year is, therefore, important in more than one way. For 
instance, it indicates the economic progress or otherwise of the 
country ; it helps the government to make a comparative study 
‘of its prosperity with that of the other countries ; it indicates the 
distribution of income between different classes and, therefore, 
is helpful if the government is desiious of removing the inequa¬ 
lities, if there be any. A careful study of the National Income 
is also extremely helpful for the government while planning its 
Annual Budget since on it largely depend the decisions of the 
government to tax or to borrow without having .any adverse 
effect on it or on its distribution. 


the indiiect tax, as well as the value of the services the state renders by 
utilising the amount of the tax. To avoid thb error of double counting we 
' diould deduct the amount of the indirect tax horn the market prices of the 
things we buy. 
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LAND 

• 

Land : Peculiarities of land as a factor of production r 

I^and, as we have seen, exists independently of human eflfort; it 
is a gift of nature and means the whole of animate and inanimate 
'Nature excluding man. Land in economics means the whole of 
the materials and the forces which are freely given by Nature 
for man’s aid, in land and water, in air and light and heat etc. 
No amount of human effort can create an inch of land. The 
first peculiarity of land, thus, is this rigid fixity of its supply. 

Secondly, it is claimed that there are ^certain original and 
indestructible powers of the soil.* 

Thirdly, no human labour is necessary to create land. No 
one, therefore, has to spend anything for its creation. In other 
words, land has no cost of production. Now, docs land alone as 
a factor of production possess these peculiarities ? Obviously 
the classical writers believed that these are characteristics of 
land alone as a factor of production and hence they difl'erentiated 
land from other factors of production. But some recent writers 
seem to differ. Acceding to these writers there are valid rea¬ 
sons to doubt if these characteristics exclusively are of land 
as a factor of production. They further maintain that it is 
well-nigh impossible to distinguish between land which is the 
original factor of production and say, capital which, it is said,, 
is man-made and the supply of which, at least in the short 
period, is as inelastic as that of land. Let fis, thei'efore, examine 
these peculiarities of land and see how far it is true to say that 
no other factor can be said to have these peculiarities. 

Is the supply of land! rigidly fixed ? Of course, in a sense it 
is. It is possible that some new discoveries or exploration may 
add a little to the total supply of land just as a little amount of 
it may be lost to human society by coastal erosion etc. It is true 



92 AN INTRODUCTION TO MODERN ECONOMICS 

that such addition to or subtraction from the total supply of land 
will be very negligible and the effect in either case will be also, 
negligible. But equally true, again, is the fact that by redama- 
tion, clearing, proper draining and irrigation and fertilising the 
productivity of land can be improved which, in other words, 
means that the effective supply of land, from the standpoint of 
economics, can be increased. In this sense, a vast amount of 
land now brought into ust in older countries, excluding of course, 
the mineral deposits, can be said to be largely the result of hu¬ 
man effort. And any attempt to draw a line of distinction bet¬ 
ween the original land and the land made useful by subsequent 
■improvements is bound to fail. None, however, can deny the 
truth that it is impossible for man to increase the supply of land 
by physically adding land to what is abeady existing, that is, by 
adding to the surface of the earth. Geographically, the supply 
of laiKi is fixed. But this fixity of supply is not the peculiarity 
of land alone. For, idtimately the supply of every thing on 
earth is, in this sense, fixed. 

Secondly, according to Ricardo there are ‘certain original 
and indestructible powers of the soil.’ But does land possess any 
original and indestructible power ? Human labour, it is now 
known to all, can alter the fertility of the soil. For instance, a 
less fertile plot of land can be made more fertile by proper 
irrigation, by application of better manures etc., just as on the 
other hand, negligence and improper or unscientific way of 
cultivation may reduce the fertility of land in course of 
time. Methods of cultivation thus may alter the fertility of 
eoil. Facts, therefore, do not justify the claim that there are 
certain ‘original and indestructible powers of the soil.* Even 
if we accept that there are, it is not practically possible to draw' 
a line of distinction between the work of nature and the effort 
of men in improving it by proper irrigatioif, manuring, etc. 

Thirdly, it is said, that none needs spend money or make any 
sacrifice to create land physically, where as to build up capital, 
saving is necessary, and saving involves sacrifice. Similarly, in 
the case of labour, training, which means expenditure, makes a 
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labourer more efficient. But in the case of land, it simply exists. 
It is true that land is a free gift of nature and hence no money 
need be spent to create it, but if we want to make it more useful 
or more productive, we have t (4 spend money. That is, ex¬ 
penditure has to be incurred to improve the fertility or the pro¬ 
ductivity of the land just as expenditure has to be incurred to 
train labourers in order to increase Iheir efficiency. Thus m 
the case of land, although there is no cost of production so 
far as the gifts which are purely nature’s e.g,» climate, situa¬ 
tion, existing fertility of the soil etc., are concerned, the im¬ 
provements which are the results of man’s labour do necessitate 
cost of production. 

It, therefore, appears that there are valid reasons to doubt 
if these characteristics are peculiar to land and land alone, as a 
factor of production. 

The Law of Duninishiiig Return i When in need of more 
crops a farmer may extend the area of cultivation, that is, he 
may, if he likes, cultivate inferior lands and raise more crop or 
if he so chooses, he may apply more labour and capital on the 
particular area of land which he is already cultivating. That 
is, he may either resort to extensive cultivation or to intensive 
cultivation. But, the return he will obtain in either case, «.a., 
either by cultivating the inferior land (which means at increased 
cost) or by applying more labour and capital to the superior 
plot he is already cultivating (i.e., at increased cost, again),, 
will not be proportionate to the increase in his costs. Instead, 
it will be less. 

With their existing skill and energy, there is, therefore, not 
open to the farmers as observes Marshall *a short road to riches 
by giving up a great part of their land, by concentrating all 
their capital and labbur on the remainder, and saving for their 
own pockets the rent of all but that remainder.’ Were it so,, 
that is, if such a road were open to them, then obviously they 
could save a large amount if they wanted by applying aU their 
labour and capital on a small piece of land instead of acqumng 
more land and paying more rent for them. But^uch saving is 



!j)4 AN INTRODUCTION TO MODERN ECONOMICS 

not possible because of the operation of a law known in econo¬ 
mics as the Law of Diminishing Return, which in the words of 
Marshall, states that an increase in the capital and labour 
.applied in the cultivation of Jiand causes in general a less than 
proportionate increase in the amount of produce raised ‘unless 
it happens to coincide with an improvement in the art of agri- 
.culture*. In simpler wards, by applying successive doses of 
labour and capital on a particular plot of land a farmer cannot 
increase the yield proportionately. The yield increases when 
additional doses of labour and capital are applied, but less than 
proportionately. 

The Law of Diminishing Return is a generalisation based 
-on experience and it is, therefore, known to any practical farmer 
that even in regard to the best land there is a limit beyond 
which further expenditure on labour and capital will not be 
profitable in the sense that the yield will not increase pro¬ 
portionately to the increase in the application of labour and 
•capital. 

It is, however, true that the operation of the law may be 
held in check or counteracted for a time by, say, improved me¬ 
thods of cultivation, application of better manures, arranging 
better irrigation, progress of knowledge etc. But it is always 
present and sooner or later the tendency will be evident and it 
will be found that the return does not increase proportionately 
when successive doses of labour and capital are applied to any 
given plot of land. 

As is shown in Figure 16, the law can be illustrated 
with the help of a diagram. 

I 

In figure 16, the units of labour and capital applied to 
;a given piece of land are measured along ^he axis OX and the 
units of output are measured along the axis OY. As is shown in 
the figure the output may increase at the beginning more than 
proportionatdy, that is, when the units of labour and capital 
applied to the land are doubled, the increase in the output may 
Ibe more than^ouble viz,, the output increases from MO to M^L 
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when OL unit of labour and capital is applied. But after some 
time the return will increase but not even proportionately to 
the increase in the amount of labour and capital applied to it 



t)iz., it increases from M^L to when LU unit of labour and 
capital is applied. Still later, a stage will come when the re> 
turn will positively decrease viz., from to M®L® although 
more units of labour and capital are applied. 

Thus we see that the application of successive doses of labour 
and capital to a particular jdot of land will increase the output 
but less than proportionatdy; that is, the output will increase 
but at a diminishing rate. And if the process is contmued, 
that is, if still furth^ doses of labour and capital be applied 
then a stage will come whten the additional return to be obtained 
by applying a particular dose oi labour and capital will be just 
equal to the post incurred to apply that particular dose. The 
margin has now been reached and application of further doses 
of labour and capital will not be paying. The land which it is 
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just worth while to cultivate is the marginal land ^ and the dose 
of labour and capital applied to this land is the marginal dose. 
Marginal dose refers to that dose which is just on the uiargin 
of profitable expenditure, it ^oes not refer to the dose applied 
last in time. Application of this dose thus does not afford any 
surplus but only gives ordinary return to the labour and capital 
of the farmer. And by ^intra-marginal lands wc refer to those 
lands which yield a surplus above the cost of cultivation. 

This margin, however, is not a fixed margin.^It may ‘push 
outward’ or ‘press inward.’ For instance, the land which is 
now not worthwhile to cultivate, i.e., the submarginal land, 
may be cultivated if higher demand for foodstuffs due to in¬ 
creased population, make it paying to cultivate this laiid. The 
margin in this case is ‘pushed outwards.* Similarly, a fall in the 
demand for foodstuffs may turn the land which is marginal 
now, that is, just worthwhile to cultivate, into sub-marginal 
land i.e., unremunerative. The margin in this ease is “pressed 
inwards.* 

Two points, however, should be remembered to understand 
the Law of Diminishing Return. Firstly, the Iaw simply 
states that the output increases when more of labour and capi¬ 
tal are applied to a given plot of land but at a diminishing rate 
but it does not refer to the price of the output which may be 
more or less at different times. Secondly, it is also assumed 
that the land is already cultivated in the best possible way and 
there is no scope for improving on it, that is, che technique of 
cultivation or the skill of the farmers is assumed to remain the 
same. For, improved methods of cultivation or progress in Uie 
technical knowledge of the farmer, it is admitted, may increase 
the productivity of the soil and thus result in ah increase in the 
output. This, however, does not mean that the law will not 
operate. It will operate and after a time the yield will increase 
at a diminishing rate but the curve ^ rise from its 
exkiting position to a higher one as is shown in Fig. 16 by dots. 

^ is the land whieii jnst pasrs the expouM^ of cultivation and yields 
no rent. 
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Applicatioii of the Low of Diminishing return to 
Fisheries, Mines and Building sites t 

Fisheries t In the case of river fisheries since the sup¬ 
ply of fish is limited, sooner rather than later, a stage will come 
when application of additional doles of labour and capital will 
yield extra-return but at a diminishing rate. But in the case 
of sea fisheries there being abundance of fish the position is 
different and it is likely that the returfl may not decrease even 
when successive doses of labour and capital are applied. 

Mines t In the absence of any progress of knowledge or 
in the art of mining, that is, if the other things remain the same, 
then application of additional doses of labour and capital to 
mines will increase the yield but at .a dminishing rate. For it 
is obvious that gradually in the process the difficulties and’ 
therefore, the cost of raising the deposits from the lower bottoms 
will increase. 

But one point should be noted in this connection. A mine 
gradually becomes exhausted when minerals are continuously 
raised from it; the produce of a mine, that is to say, is a part of 
it. But when properly cultivated the land retains its fertility 
and hence the supply of agricultural produce in perennial. But 
in the case of a mine, the more we take out of it the less deposit 
will remain within it and a time will come when the mine will 
be literally empty. It is therefore said that the law of Diminish¬ 
ing Return is not as strictly applicable to mines as it is to land. 

'Building sites : The Law of Diminishing Return is also 
applicable to building sites. “We cannot’* it has been rightly 
observed, “build a city vertically like the Tower of Babel any 
more than we can grow all the world’s wh^at in a back garden.” 
The point is that if successive doses of labour and capital be ap¬ 
plied to construct ad^tional stories of a building, then a stage 
will come when it will be,considered wiser to build a new build¬ 
ing on a new land than to construct additional stories in the same 
building si^ it wiU (in course of time) be mm inconvenient 
and costly and therefore less profitable to do so. The Law of 
D^numshing Return is, therefore^ applicalde to builffing 
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Gombinalions of factors t Fixed and Variable propor^ 
tions t Nothing can be produced without a combination of the 
factors of production. It is, however, possible that in some cases 
the required proportions may be more or less fbced. For ins¬ 
tance, there may be some phmt which employ a fixed number of 
workers. But it is more likely that the proportions of different 
factors can be and usually are varied.^ For example, a cultivator 
may decide to spend mdte on land and less on labour; or more 
on labour and less on land etc., just as a businessman may 
decide to spend more on capital, that is, machines and less on 
wage, that is, labour etc. Production is maximised with the least 
cost combination, or in other words, when the factors are com¬ 
bined in the right proportions. But maximum production with 
minimum cost is not possible if the supply of any of the re¬ 
quired factors, which are not substitutable for each other, re¬ 
mains constant while increased proportion? of other factors are 
employed. For, this wiU simply mean that the cost of produc¬ 
tion will increase and the yield will increase but at a diminishing 
rate. ' 

The English classical economists considered the applica¬ 
tion of the Law of Diminishing Return particularly to land 
because the supply of land is fixed and if increased numbers 
have to be fed, recourse, must be had either to extensive cultiva- 
■tion t.e., bringing inferior lands under cultivation or to intensive 
cultivation i.e., application of more and more doses of labour 
and capital to the same land. But the yield in any case does 
not increase proportionately to the costs. But we have seen that 
the same thing is true in the case of other factors also whose sup¬ 
ply is inelastic. The Law of Diminishing Return will operate 
whenever the supply of one or more factors is fixed while that of 
the others can be increased in producing ^ thing. 


the pioportieBB of the fis^on eominiied togeUier to perfonn a 
teak esn be nutod mmt wiiton wptak of the law of variable pfoportioae. 
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Labour t What it means at a factor of production in 
economics ? 

Man is the only active agent in ^11 productive activities. 
The role of Nature is purely passive. Man organises production 
by combining the factors of production in right proportions. 
Every .decision rests on him. What is even more important is 
that whatever is produced is again consumed by man. Con¬ 
sumption and production thus centre round man ; hence the im¬ 
portance of Labour (which represents human element in pro¬ 
duction) as a factor of production in economics. 

By labour in economics is meant both physical and mental 
exertions which are ‘irksome* and thus would not be undertaken 
by man were there no stimulus of some other ulterior aim, to 
make provision for future or reward, etc., obviously in the shape* 
of money. In the words of Jevons, labour in economic sense 
refers to any exertions either of body or of mind undergone by 
man partly or wholly with a view to some good other than the 
pleasure derived directly from the woric. This ‘some other 
good*, naturally refers to an inducement in the shape of wage 
or profit or broadly, reward in terms of money. 

Labour thus “represents the human element in production 
not just muscular effort (which can be replaced by machinery), 
but also skill, enterprise, organising ability and aMve all judge¬ 
ment.** In any country, therefore, the total supply of labour 
depends firstly, on the number of labourers and secondly, on 
their efficiency, hi studying labour as a factor of produotbn, 
thd«fore, we shoulcf study how the population of a country 
grows in number and on what depends the efficiency oi the 
pcc^^> 

MMimh Doetrine of Bofiiilatioii • Tkt come el^ 
growth of p^pidation has always been a subject of ican^ asi|d 
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interesting study of social and political thinkers of all ages. 
But until the year 1796 when Thomas Malthus, an Bhiglish 
clergyman, published his famous Essay on the Principle of 
Population, no methodical or systematic study was .made of the 
subject. This essay of Malthus is, therefore, rightly said to be 
the starting point of all modem speculations on the subject of 
the growth of population. 

Briefly, the theory ^f Malthus may be stated in the follow¬ 
ing way. 

Population, in the absence of any check will grow at a rate 
faster than Nature’s demand for it. By Nature’s effective de¬ 
mand for population Malthus meant ^e amount of produce 
whidi Nature returns to the labour of men. And he supported 
his view by showing that upto his time, in no country once it 
was thickly populated, a rapid increase in population had led to 
proprationate increase in the supply of food. That is, a rapid 
increase in the population no where led to a proportionate in¬ 
crease in the Nature’s demand for population. 

According to Malthus, in the absence of any check the 
population increases in geometrical progression viz., 1, 2, 4 , 8 , 
18,32 etc.; and the supply of food increases in arithmetical pro¬ 
gression, viz., 1, 2, 3, 4, 5, 6, etc. Obviously, the numbers in¬ 
crease mudi faster than tlie supply of food dues and if the 
process is allowed to continue then the population will tend 
to double itself in every 25 years and naturally will outstrip the 
food supply in any country. Malthus took pains to study the 
growth of population in some countries of his time and was in¬ 
clined to believe that it had always been so in the past and 
would also be so in future. 

Naturally, therefore, he argued that if the increase in the 
number of population be not restrained^by some preventiye 
flecks, that is, by thoM influences which lead to a chminut^i of 
birth rate e^,, s^-restraint in marri^ life, late marriage* ete^ 
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wars, plagues and famines. Malthus therefore urged the peo- 
]de to use restraint in married life, to abstain from early mar¬ 
riages etc. That is, he urged them to adopt preventive 
checks in order to avoid the sufferings and the miseries which 
the positive checks necessarily entail. 

An estimate of Malthns^s Doetrine of Population: 

Malthus’s conclusions are generalisations from the facts of 
his own time and in his own country. But it is now pertinent 
for a student to ask, do the facts corroborate Malthus’s pessi^ 
mism ? Does the gloomy spectre of famine, pestilence and war 
which he envisaged necessarily await our species f Indeed, 
later facts have falsified his apprehensions and have proved 
that he was unduly pessimistic. Towards the close of the 
19th century, that is, a century after the publication of his 
famous Essay, the position in Europe was just contrary to his 
apprehensions. Decline in population and not a dispropor¬ 
tionate increase in it was the striking feature. 

The Industrial Revolution literaUy revolutionised the 
whole system of production both in the sphere of agriculture and 
industry. Malthus could not conceive of the possibilities of 
growing food in a scientific way by the application of modern 
machineries, and also of the progress which was made in manu¬ 
facturing industries. It did not strike him that increased produc¬ 
tion may increase man’s crave for higher standard of living, 
and that as man becomes more civilised, he aspires for a higher 
standard of living, and the more he aspires for a higher stand¬ 
ard of living, the less prolific he becomes.^ That by improved 
methods it is possible to produce more, therefore, was incon¬ 
ceivable fm* Malthus just as he could not think of the tremen¬ 
dous progress of ste^ transport in land and in sea of lat^ 
years which facilitate importations of foodstuffs by deficient 

^Hie later ooiurae of events therefore shows that neither the popnlaUtna 
doubles itself m evoy twenty-five years nor It is necessary for the |>eople 
die in starvation if they cannot grow food for themselves. The nmttieniatiml 
fmqioritioii of esprenang ther ratios of indtease of nuinW hf jN^hii- 

thm aad oei^lfdy. of food is, thmefiMEe, inexad; and inj l 4"sdi *Hh . 



AN INTBODUCTION TO MODEBN ECONOMICS 


lOS 


countries from; those who have sui^Ius. Now no body feels 
any surprise if food is carried from one country to another 
even by air. But, it was difficult for Malthus to ima^e that 
weidth can buy food for the jyeople of a country industrially ad¬ 
vanced but not self-sufficient in agriculture. Men in these days 
need not die starving if they cannot grow enough food for them¬ 
selves provided they hfve the purchasing power to buy food 
from elsewhere. 

The problem of population, therefore, should be viewed from 
a different angle viz., whether population increases at a rate 
faster than the rate of increase of the wealth of a country or not. 

“Under favourable conditions” rightly observes Seligman, 

“population may increase gradually and wealth rapidly. 

The .problem of population as a whole is then, not of mere 
size, but of efficient production and equitable distrioution, that 
is, it is a problem not of numbers alone but of wealth.” 


An increase in number is therefore not npcessarily harmful, 
nor does it impede production. Instead, by securing better 
division of labour in an industrially advanced country it aids 
production. A country again can feed a larger number of 
people if its wealth, instead of being aUowed to concentrate in. 
the hands of a few, is distributed equitably among the people. 


There is, however, no reason to justify an increase in num¬ 
ber if the country is unable to feed the people adequately. 
Thinkers all over the world are alive to the evils of over popu- 
latkm. They, howev^, concern themselves not with the retio 
of population and the supply of food, t.e\, means of subsistence 
which the country produces but with the ratio of population 
and the wealth of the ccuintry. Increase wealth, can fe^, 
znore people, for, fbbd can be obtained from drewhere Jn en- 
e^ge of wealth. Secondly, less emph^ is now givien to mdriil 
restimt.as was adVqcM^ Malthi». Instead, they adti^te 
^e<^3il^fhudan mte 

hd|p^ spread of female education, etc. 
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Before we conclude, it is necessary to mention that howr 
ever cogent may lie the arguments of the critics against the 
theory of Population propounded by Malthus, his appreben^n 
of p^sistent increase in the number of population i.e,, when 
unrestrained, ultimately leading \o famine, pestilence etc. is 
real at least in so far as the backward countries of the world, 
e.g,, India, China etc;, are concerned. And however improved 
may be the means of transport, the Are consequences of over 
population, that is, a number which cannot be maintained by 
the available means of subsistence of the country are felt by 
the belligerent countries, however rich, during the times of 
war, when they have to experience extreme difficulties of im¬ 
port. And we know riches do not produce food ; they can only 
buy. Buying becomes a problem during war and Malthus’s 
apprehensions appear to be real in times of such emergencies. 

The Optunnm Theory of Population : Malthus, we 
have seen, was unduly apprehensive of the positive checks to the 
growth of population if the preventive checks are not adopted, 
that is, if ^e population is allowed to increase without any res¬ 
traint. His ground of apprehension was that the 'memis of 
subsistence* would be inadequate for the increased number. ^ 
Later events, however, have shown that Malthus’s apprehen¬ 
sions were imaginary and unreal. The problem of population, 
it is now acknowledged, is in reality not a problem of mere 
numbers, rather, it is a problem of numbers in relation to pro¬ 
ductive efficiency. 

The economic resources of a country at any given time 
and ivith given technical knowledge, efficiency, etc., when fully 
utilised, yield an income. ' But the income per capita will 
be maximum if the number of population is larger oi^ smalls 
than what is requited for full utilisation the country’s re¬ 
sources and opportunities. That is, maxunum per capita in- 
coiho is not possible if the country iis either over populated or 
UuderpQpulated. Per capita income will be ntludihum only 
when the country has the optimum or the best |M»ssible 
t^. Optimum population thus tdem to tlmt number ol 'popu- 
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lation which secures the maximum real income of goods and 
services per head. The real income per head will decrease if 
the size of the population deviates from this optimum 
number, that' is, if the number increases or decreases. 

The idea of optimum poflulation has been developed in re> 
lation to purely economic conditions of a country and has been 
popularised specially by two recent writers namely. Dr. Edwin 
Cannan and Professor Carr-Saunders. It may, therefore, be of 
some interest to know their ideas about optimum population. 

By optimum population Cannan means that number of 
population which, under given conditions, that is, knowledge 
and circumstances and other things remaining the same, is so 
exactly fitted to the circumstances that the returns t.e., the pro¬ 
ductiveness of labour would be less if the number were either 
less or more than this optimum number, which, in other words, 
means' that the population is optimum when the returns are 
maximum. 

**Just as*’ says Dr. Cannan, “there is a point of maximum 
return in each industry, so there must be in all industries taken 
together. If population is not large enough to bring all in¬ 
dustry up to this point returns will be less than they might be: 
if, on the other hand, population is so great that the point has 
been passed, returns are again less than they might be.” The 
remedy in the first case is an increase of population and in the 
second, a decrease of population. In other word|, knowledge 
and conditions remaining the same, “there is what may be 
called a point of maximum return, when the amount of labour 
is sudi that both an increase and a decrease in it would dimi¬ 
nish proportionate returns.” 

“In any ^untry under any given conditions” observes Prof. 
Cair-^unders, “there is an ^optimum’ density of population 
whif^ if attained and not exce^ed, will obtam the largest ifi- 
>edme ;peF head that is within reacdi; a density* that is, which is 
the muMt desirable havhig in view Uie iniidy material idea, of 
the aviei^jlnebine of the inhaldtantft.;”^ 


t 



IMS. !». 







m 


This then is the concept of optimum population. But 
there is no reason to believe that the point of maximum return 
is “permanently fixed either for particular industries or for ii^* 
dustry taken as a whole.*' Instei^, the “position of the point 
is perpetually being altered by the progress of knowledge and 
other changes.*' Hence the optimum size of the population 
does not refer to a rigidly fixed nUinber. The whole econonuc 
system of a country is never static; but it ceaselessly under¬ 
goes changes as a result of continuous progress,of knowledge, 
inventions etc. In different set of circumstances, therefore, 
different numbers may be regarded as optimum, that is', which 
secures the maximum per capita income. 

According to Dr. Dalton, over-population or under-popu¬ 
lation is the result of a maladjustment of the actual number of 
population to the optimum. He explains the positions with 
the help of a formula viz,, if A stands for actual number of popu¬ 
lation, O for the optimum number, and M for the degree of mal¬ 
adjustment, then M (t.e., degree of maladjustment) » 

A (actual population) - O (optimum population) 

O (optimum population) 

Now, M may be positive, negative, or zero, that is, there 
may be over-population, under-population, or optimum popu- 
laton. 

An Estimate of the Optimum Theory of Population : 
The great merit of this theory of population is that it helps us 
to discard Malthus's pessimism and to look at the problem of 
population from a different and a more rational perspective. 
There is a point, we learn, upto which increase in the size pf 
the population is even necessary for the proper utilisation of 
the resources and op{)ortunities of a country. Any increase, 
^erefote, need not viewed with alarm. Of course, any in¬ 
crease beyond this optimum is harmful since that will mean 
lower per capita income. We should, as we have seen, study the 
prc^l^ of population not as a i^ation between the size ^ 
popidation and the supply of food, but as a r^aitiomhetween thb 
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size of the population and the productive efRoiency of the coun¬ 
try. In other words, the theory of optimum population is “con¬ 
cerned with the relation between the size of the population and 
productive efficiency or, in o^her words, the amounts of all other 
fhctors, which co-operate with labour in production and the 
technical co-efficients of production.** “From a consideration 
of this relation arises, as against Malthus’s maximum popula¬ 
tion, the concept ot an optimum population consistent 
with a given .amount of means of subsistence The optimum 
population is that population which with given amounts of 
other factors (including land, productive technique, capital and 
oiganisation) will produce the maximum product. Any increase 
or decrease of the population above or below that size will 
diminish the product.’’^ 

Instead of viewing any increase of population with alarm, 
the theory makes it clear that the optimum may often mean a 
larger number of population, if it is possible to secure a maximum 
per capita income for all by improved knowledge and technique 
of production. On the otto hand, there may be over-popula¬ 
tion even in a nation of millionaires if it is proved that the per 
capita income would be more were the size of population slightly 
smaller. 

But however reasonable the theory may appear to be, the 
problem of ascertaining what exactly will be the optimum popu¬ 
lation for a country presents some real difficulties. By opti¬ 
mum population is meant that number which, under a given set 
of conditions, secures maximum income per head. But the con¬ 
ditions are constantly changing since the economic system is 
never static, it is dynamic. The concept gf optimum population, 
therefore, is dusive and of little 'practical interest*. It u, of 
course, desirable for countries to have this optimum popula¬ 
tion but in this constantly changing worid of ours, this optimum 
will also be ceaselessly changing and it is, therefore, usdess to 

1 Stic BdMBleaMttU ef EocMBomic flS. 
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hope, unless it is just by an accident, that countries can really 
ever have this optimum number. 

Growth of Population i Natural increase, the ex¬ 
cess of births over deaths and innnigration are the two causes 
of an increase in the size of population of any country. Rate 
of birth, however, depends on several factors viz., climate of 
the country, social and religious custoifts, standard of living etc. 
And as a country becomes more advanced the death rate be¬ 
comes low. 

Net increase of population of a country at any given time, 
therefore, can be known if the total number of deaths and emi¬ 
gration be deducted from the total number of births and immi¬ 
gration. 

But if we care to look at the problem more critically, we 
will find that an excess of births over deaths is not always an 
indication of a growing population just as an excess of deaths 
over births is not always an indication of a declining popula¬ 
tion. For, in the first instance, more deaths max occur among 
the younger age-groups and there is no guarantee that the babies 
bom will survive their reproductive age. Similarly, in the 
second case, more deaths may occur among the older age-groups, 
who have passed their reproductive age and thus it may not 
necessarily lead to a decline of population. 

It is, therefore, now admitted that not the vital index but 
the *net reproduction rate’ measures the growth of population 
more accurately. The net reproduction rate is ascertained thus : 
In a woman’s life from the years 15 to 50 is the child bearing 
period. Assuming there are 1,000 newly-born female babies, 
if on the basis of present fertility of women and mortality, 
these babies during tleir child bearing age, that is, during their 
age between 15 to 50 give births to exactly 1,000 female babies, 
then at this net reproduction rate the population will repro¬ 
duce itself. But it is possible that of these 1,000 babies all may 
not survive through ^eir child-bearing age (or some m^ die 
b^ore reaching this age), just as, on the other hand,^they 
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may give birth to more than 1,000 female babies. In the first 
case, the population will tend to decline, while in the second, 
it will tend to increase. 

There are, however, othar factors which affect the net re¬ 
production rate e.g. incidence of widowhood, check to the growth 

due to use of contraceptives, etc. 

* 

Efficiency of Labour t The more efficient a labourer u 
the greater will be the contribution of his labour to the total 
volume of output. The volume of output thus depends not 
only on the supply of labour, that is, on the number of workers 
but also on their efficiency. The efficiency of a labourer de¬ 
pends both on his physique and intelligence. 

The physique, that is, the health and the strength of a 
worker depends on the climate of the country, surroundings in 
which he works, the diet he takes and the other necessaries of 
life c.g., clothing, etc., he is provided with, the house in which 
he lives, the number of hours he has to work etc. Apart from 
the fact that superior efficiency of some labourers may be ascrib¬ 
ed to their racial qualities, each one of the above factors has 
a positive bearing on the efficiency of a labourer. A labourer, 
for instance, is likely to be more efficient if the climate is tem¬ 
perate instead of being extremely hot or cold, for, either is less 
conducive to his efficiency. Proper ventilation, sanitation, 
lighting, etc., in tiie mills and factories, where he works, that is, 
the surroundings obviously influence the efficiency of the worker. 
The importance of better housing, a balanced diet, better (Noth¬ 
ing, etc., can hardly be over-emphasised. Longer hours of 
work turns a worker indifferent, callous and reluctant. Lesser 
number of hours and proper intervals are^ecessary to make a 
worker work with willingness and interest vdiich, in othmi! 
wcods, means to make him more efficient. 

JSffieiaicy dl a labmirer also laig^y depends on Us mtd- 
leetual nnd m(»rid qualii^s, Umt i^' <m kki intelUgenee, judi^ 
menff imagination, honesty, etc. T^e devddpihmit of 
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qualities depends on his education, chances of reward and pro¬ 
motion, hopefulness, freedom, absence of monotony of work, etc. 

Finally, besides all the above factors which do influence 
the efficiency of a worker, his industrial efficiency also depends 
on the proper organisation of labour, proper technical training 
and to a considerable extent on the ability of the employers on 
whom rests the responsibility of enuring efficient manage¬ 
ment of production. 
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Definition t By capital in economics is meant the con* 
Crete instruments of production e.g,, machines, plants, etc., 
which are the physical embodiments of past human labour and 
which, while help further production of wealth cannot be con¬ 
sumed directly. 

To avoid confusion it is necessary to clearly understand 
the distinction between capital and money on the one hand, 
and capital and wealth on the other. 


Money, we know, is a medium of exchange. One can buy 
with smoney ancles he wants to consume now, that is, imme¬ 
diately or he can buy machines, that is, concrete instruments of 
produtticm. In the first case, money is not capital in economics 
but in the pecond case, it is, in the sense that it is the liquid 
resource convertible into concrete capital goods. Capital 
goods, thus always have a money value and therefore can be 
themselves converted into a stock of money, just as a stock of 
money is convertible into capital goods. But on this ground 
it will be a mistake to regard money as capital. An illustration 
will make the point dear. Were it so, that is, if money as such 
could be regarded as capital, then possession of money would 
mean possession of capital and a country would be wealthier 
if it possessed enough of money. This is, however, an error to 
Ihink. For^ increased supply of money only raises the level of 
prices and makes money less valuable, it does not mean an in¬ 
crease capital, which we know, means stock of assets. 


By coital, we refer to those rgsources whidi can be 
used for production wealth; but we do not use the word to 
mean wealth as sud). For^ wealth is understood in diOiiminiiCfi 
ns e or fund of stored up faciHtie^ easting at a gfvefi 
npcm .whk^ we can dm'w for tile satldeel^n'of our #an^ In 
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Wealth, however, is converted into capital when it is used 
for production of more wealth. A building, foP instance, to the 
owner is wealth so long as he uses it as his residence; but the 
moment he decides to use it as a factory-building, it bcomes 
capital. 

It is, therefore, clear that things while they are regarded 
as agents of production constitute capital but when they are 
subjects of consumption, or yield the*pleasures of possession, 
that is, when they are regarded as the results of production, 
constitute wealth in economics. 

The concept of capital therefore may be used in more senses 
than one. For instance, by capital we may mean, machines, 
factory building, etc., that is, tii.e capital goods. Or, we may 
mean a stock of money which can be converted into concrete 
capita] goods and thus create income. The concept may be 
used in yet another sense, viz., Debt-Capital which yields an 
income to the lender but not necessarily create an income. For 
example, when one buys stocks, shares etc., one adds to his own 
capital, which yield an income to him but the money borrowed 
by issuing bonds or floating shares may not be utilised for any 
productive purpose, that is, may not create income though the 
owner of the stocks and shares gets an income from these. 

Forms of Capital t Fbrms of capital have been classified 
in various ways viz., either according to the nature of their 
ownership or according to the type of services they render in 
production or, again, according to the possibility or otherwise of 
different alternative uses etc. We should here discuss, in brief, 
some of the important forms of capital. 

Indivuliiol or Private Capital and Social Capital : That 
part of an individual’s wealth which he uses in acquiring money 
income is his capital. * Since the income is acquired by means 
of trade Marshall prefers to call it Trade capital. This in¬ 
cludes things used by the individual in his trade e.g., machines, 
plant, raw materials, food etc., of which he may keep a store 
for the workers working in his trade and also the goodwfll of his 
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business. The loans he might have advanced or the shares he 
mi^t have purchased should, of course, be added, since, these 
yield him income. 

From the standpoint of the society as a whole, capital con¬ 
sists of all wealth which yields an income. In Soddt capital we 
will include things which are in public ownership, but free gifts 
of nature should not be included. 

There are certain gbods which can be used for more than 
one purpose e.g., coal, while there are others e.g. blast furnace, 
which can be used only for some specific purpose and cannot be 
adapted to diiferent or alternative uses. Goods of the first 
type constitute what is known in economics as the Floating capi- 
tal and of the second type constitute what is described as the 
Sunk capital, 

Thi^y, machines, railways, docks, factories etc., which aid 
labour in production constitute producer’s Awakary or Instru’ 
mental capital and food, clothes, houses etc., which afford sus¬ 
tenance to the workers directly constitute Consumption capital. 

Finally, a distinction is made between Fixed and Circulat¬ 
ing capittd. Machines, factory buildings etc., which are dur¬ 
able and are not exhausted by a single use, but the return to 
which is spread over a period corresponding to their durability 
are known as Fixed capital Circulating capital, on the other 
hand, consists of those things, generally raw materials, e.g,, 
ooal, cotton, etc., which fulfil the whole of their office in the 
production in which they are used by a single use, that is, m 
other words, they exhaust themselves by being used once only 
in the process of production. ^ 

Importance of Capital in Modem Methods of Produc¬ 
tion t Plainly speaking, the importance of capital would be 
nil were there no organisation and labqjir to utilise it. It is 
only when capital is utilised by man, it becomes productive of 
wealth. And modem economic organisation or the methods 

1 Goods idiidk an neitlier In the stage of mw m a teri a h nor aw finiilied 
pnducta nadr for oonaumptiDa, that is, the aend'fliiiduMl goods w 'goods in 
gtoosOs* an ealhd by Vsgites as *Woiidiii CapitaL' 
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of production so essentially utilises the services of capital* or 
rather depends on the services of capital that it is just^bly 
said to be capitalistio production. Increased volume of produc¬ 
tion is possible if increased use pt machines, plants etc. be 
.made, which otherwise means, the more the volume of capital 
utilised the larger will be the volume of production. For in¬ 
stance, without capita] ».e., without the aid of tools, machines^ 
etc., a labourer can produce but little while with the hdp of 
tools, machines etc., he can produce connderably more. Capital, 
therefore, aids labourer in producing wealth by providing him 
with tools, machines etc. 

Increased use of machines, however, necessarily implies 
greater division of labour and nukre round about met]|pd 
production. That is, the whole process of production is split 
up into several successive stages necessitating increased use 
of machinery m all these stages of production. The process 
ensures a greater output at a low cost, because, it is economical 
and efficient. In such a prolonged process of production, split 
up into a series of successive stages, the labourers who arc 
employed only do a part of the finished product which, because 
the method of production is round about, takes time to come 
out as finished product ready for sale. Meanwhile, the labour¬ 
ers must live, and are, therefore, given theilr wages by the man 
who employs them. Capital, therefore, aids labour by giving 
subsistence while the process of production continues. 

Lastly, continued production in the round about method 
is possible if necessary raw materials are supplied throughout. 
Capital, by ensuring supply of these riJv^^juaterials, keeps the 
whide process moving and thus ensures continuity of produc¬ 
tive activities. 


AocnnmU^on of Capital i A community may accumu¬ 
late capital if it is prepared to *wait’, that is, if it is agreeaUe 
to forego consumption for the time being. Capital cannot ac- 
oumulate'if instead of 'waiting* the ccunnlttnrty chooser to fpoi|d 
^ ^ole.ol its Incme m eurrent oonsmnp^u. in 
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case, it would simply have no resources left with which to 
create capital. Some, therefore, should consume less than 
they are in a position to consume in order that capital may 
accumulate. 

Three courses are left to a community desirous of increas¬ 
ing the volume of its capital, that is, the stock of its existing 
assets. These are, firstly, they may, if they so choose, con¬ 
centrate on production of consumers* goods, that is, food, 
clothes, etc. during a certain period of a year, say, ten months 
and thus make a stock of these goods sufficient enough to draw 
upon during the rest of the year, t.a., two months while they 
will be concentrating on the production of capital goods. Or 
secondly, they may divide their working hours of each day 
and devote a part in producing the consumers* goods and the 
other part in producing the capital goods. Or, they may adopt 
the third course, namely, it may be decided that some of them 
will produce consumers* goods while others will produce capi¬ 
tal goods. Those who produce capital goods will be supplied 
with consumers* goods by those who produce these goods* 

Evidently, then in any case, unless consumption is restrict¬ 
ed production of capital goods or creation of capital is not pos¬ 
sible. In other words, instead of consuming the whole of their 
current income the people must save some part of their income 
so that the stock of capital may increase. This, however, 
necessarily implies that the peoples* money incomes are at sudi a 
level that they are in a position to save after meeting their 
bare necessaries of life. There must be, that is to say, a margin 
between their incomes and expenditures to enable them to save 
a portion of their incomes after meeting their expenditures. 

There are, however, various other motives which prompt 
people to save. They may, for instance, save with a view to 
make provision for their future generation. Family affection, 
that is to say, may and necessarily does, prompt men to save 
even sometimes by curtailing their present consumption. Similar^ 
ly, people iq|iy save for future contingencies. Wealth, in the pre^ 
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sent set up of society, we know, gives status and power to a 
lUan possessing it. Men may, therefore, be prompted to ac¬ 
cumulate wealth by saving to enjoy status and to wield power 
in society. 

The aggregate volume of savings of a community also 
depends on some external conditions. There must be, for 
instance, a feeling of security of life and property to encourage 
saving. In the absence of such a feeling people would like 
to spend the whole of their incomes on current consumption 
instead of saving, t.e., foregoing consumption or, they may 
hoard wealth. A stable and strong government, therefore, helps 
accumulation of capital by guaranting security of life and pro¬ 
perty and thus encouraging people to save. 

The volume of saving, again, will be more if the]% are suit- 
aUe opportunities for safe and profitable investment of capital. 
Institutions like banks, insurance companies, co-operative so¬ 
cieties etc., encourage saving by providing facilities for invest¬ 
ment. 

Finally, the rate of interest also infiuences the volume of sav¬ 
ings. A higher rate of interest will prompt men to save more 
since it will mean a greater reward for their ^waiting* and, there¬ 
fore, will serve as a greater inducement for them to save, while 
on the other hand, they may be reluctant to save if the rate of 
interest is so low that it serves as no inducement for them. 

It is, however, not always true that more will be saved if 
the rate of interest is high, ^or instance, those who save to 
meet future contingencies are less likely to be infiuenced by 
the rate of interest. Or, take again the ca^ of those who save 
because they want to'have a &ed income in future. They 
have ther^ore, to save more when the rate of interest is low. 
That is, they will save less when the rate of interest is high in 
order to have the fixed income they want in future. 

A^high^ rate of interest, again, may depress economic ac¬ 
tivities dnce it enhances the cost If hi^» rate (^ interest 
cuidbs the volume of investment and, therefm, de|n;eiseB the :e^- 
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Bonnio of the conununity, then the aggsregete laone; 

igteoioe win necessarily fall. Consequently* the aggregate vo 
hiineof lavings wiUshri^ A higher rate of interest, ^erefor« 
does not necessarily increase the volume of savings although 
nt^rmaUy speaking, people be more inclined to save if thi 
> rate of interest is high than they will be when it is low. 



CHAPTER 9 


THE ORGANISATION OF PRODUCTION 

The Role of the Entrepreneuir t, Ours is an age of spe* 
cialisation. And in the sphere of orghnisation of production/ 
the Entrepreneur is a ‘Specialist.’. 

Any single process of production requires besides land, 
labour and capital, that is, implements, one more thing, vist., 
the ‘directing control’. In the early stages of industrial deve> 
lopment the need of this control was there as it is now. But 
then the organisation of production presented little problem. 
For, the volume produced was small since the extent of the 
market was limited. Constant changes in the fashion and 
tastes presented no problems and above all the capital required 
to co-ordinate the factors of production was necessarily smaU. 
Even then, some initiative and judgment, ability and tact were 
necessary for the man entrusted with the task of directing the 
control of production. But no genius bom with the aptitude to 
organise production, to undertake risk, alert and expert in 
anticipating changes in the demand and able in adjusting the 
supply to these changes, was called for. In short, the ‘specia¬ 
list’ was not so vitally necessary then as it is now. 

The problems of modem industrial organisation are the 
problems of the entrepreneur on whom rests the responsibility 
of co-ordinating the factors of production and controlling the 
policy of the firm. ^ The entrepreneur' is thus the pivot of 
mod^ industrial organisation. 

The tasks of thcb entrepreneur are manifold. He couttole 
the policy of the business. That is, he collects all rdevaiit fti* 
fonnation he thinks necessary, judges them, thinks, decides 

A fina M Bcaham puts it, u "a ooUectioa of foctcns—land, 
idsat and eqni|»aeat, i^xkaES, materials and so pnrr«oiitio!Ded by aa aatsp- 

p. les. 
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and acts. The major decisions he has to make, are, firstly, 
what commodity he will produce, secondly, the technique or 
the method of production he will adopt, thirty, the volume, that 
is, the amount he will p^uce and lastly, the site, that is, where 
it is most advantageous to produce. 

Each of these decisions will present multitudes of problems 
for the entrepreneur. Eor instance, fa^ions change these days 
more quickly and suddenly than can possibly be imagined and 
such changes in the fashion make things obsolete to-day which 
were perhaps most fashionable only the other day. When¬ 
ever such changes in fashion take place, the entrepreneur has 
lo change the patterns of the articles he produces. Similarly, 
in the domains of science and technique, improvements and 
inventions are constantly taking place. The entrepreneur, 
therefore, has to be alert so that he may not lag behind in 
taking advantages of the most modem method of production. 
For, that will mean higher cost of production for him than it 
is for others adopting the latest technique of production. 


The process of production in these days is round about and 
production is undertaken on a very large scale. It is, therefore, 
necessary to buy raw materials on a considerable scale much 
in advance and the process of production continues in antidpa- 
tion of the market for the finished product in future. But it 
is quite possible that the demand may fall suddenly and th^- 
fore the market may be lost. The size of his plant and the 
volume to be produced therefore always present serious prob¬ 
lems for the entrepreneur. 


Finally, the choice of site is no less important. For, in¬ 
numerable advantages accrue if the site chosen is proper. 


AvailabiUiy of raw materials and powq^ resources, transport 
facfiifies,' distance of the market, all ttoe are facers whidt 


havo to be taken into consideration before ti^e site is sriec^. 
And on the entrepreneur rests the reiq»oBsibfiity to coniuder 
A mistime on his vriQ ipeH^ sooner,or lato^ 
tite he controls. /J|^, the abler entr^i^ 
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netip will drive him out of the picture by his right decisions 
and shrewed foresight. 

All these, in short, are to stress the amount of risk the en¬ 
trepreneur has to undertidce and the wisdom and foresight 
necessary for proper co-ordinatio^ of the factors of production 
and in taking each of these decisions in organising production. 
He has, again, to pay remunerations to the factors he ^employs, 
viz,, rept for the land, wage to the labourers, and interest on the 
capital in order to ooiable him to produce and in incurring these 
expenditures he has to be careful to produce that volume of 
output which he can dispose of at a price he has in mind to fix, 
leaving sufficient margin of profit for him. These factors have 
to be remunerated for their services no matter whether he in¬ 
curs a loss or profits accrue to him. 

A successful entrepreneur ^ is he who assumes these risks 
and succeeds in avoiding wastes and presents the finished pro¬ 
duct at a price within the means of largest number of con¬ 
sumers with sufficient margin of profit for him, too. 

The ^Captain of industry’, the modem entrepreneur must 
be a man of imagination and a leader among men. He to 
organise and supervise the work of a large number of workers 
working in different capacities in different stages of production. 
Not necessarily a technical expert, he should, however, have a 
general grasp over the technical aspect of the business and also 
a deep insight into human nature. Able and quick in nn«.king de¬ 
cisions, watchful and alert about the trend of the market, keen 
on producing according to the latest method of production with 
the aid of the best madiines, the entrepreneur is there to ’harmo¬ 
nize* the desires of the buyers to fulfil theii: wants as fully as pos- 

1 In the modem mduetiial organiutions, i.e.. in large corporatioiw or 
joiht stock companies, organisational work, that is, the work of manage- 
snent is left in the hands xA salaried managers. But thmr pontion sboukl 
not be cottfuiwd with that of the entrepraseur. For, they nrither formulate 
tlm policies of file firm nor suffer the loss, if the firm, hnes or enjoy the 
profit, if tirire is any. It is the entreprmieHr who formulates the pofide^ 
beiiica dm rUk and s^ets die loss, if there is Bxsf loss or enjoys the ptofiu 
if dpeip hi. any lusofit. The entrepmatr controls the buss^ess. . . 
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sible with his own desire o! earning the maicimum amount of 
profit. 

Forma of Bueineas Orgnniaatioii. 

ImiliTidiial Proprietorship i Predominant in the sphere 
of agriculture and retail iradesin most countries, these *one-man* 
concerns^ still exist in fairly large number, though, their im¬ 
portance is gradually declining these days because of the pre¬ 
dominance of large jointf stock companies or corporations. 

These concerns are under the direct supervision and con¬ 
trol of a single entrepreneur, the producer. He invests his own 
capital or capital borrowed by him, employs factors of produc¬ 
tion as he thinks proper, supervises the work himself, and or¬ 
ganises the production with none to share the responsibility 
with him. If, therefore, the business incurs a loss, it is his; 
and if it earns a profit, it is his. Similarly, the legal liability 
of the proprietor for his business debts is unlimited and extends 
to all his personal properties. 

Advantages i There are certain advantages of single pro¬ 
prietorship form of business organisation. For examine, it is 
possible for the producer to supervise the production personally, 
and, therefore, to avoid wastages. He can take quick decisions 
and prompt action since he has to consult none. Again, he works 
with the utmost sincerity and enthusiasm since every pie of the 
profit will be his. Similarly, he will work with much care and 
caution to avoid loss which will be his alone. The producer 
also can pay personal attention to the needs of the consumers. 

Disadvanlagea i Individual proprietorship as a form of 
business organisation is fast disappearing these days because 
oi its some serious defects. These are, firstly, in these days of 
large scale industries and keen competition, the capital requir¬ 
ed fm* productive activities is considerably large and it is too 
risky for; an individual to invest so mu& capital aU aloasu 
Besides, it is not always possible for an Individual to invest aueb. 
arge AiQOunt of cfipi^* Moreov^, the mk"is more since 
iaWiy is unlimited m this system i»oduetiom It is itoid 
personal supehrisiutt and attettion of the entrt^reo^ 
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ensure greater success of this system of productloa. But it 
is not pracUcally possible for one individual to pay attentioa 
simultaneously to more than one act in the process of produce 
tion and this obviously limits the advantage of sinsle oronrie- 
torship as a form of business organisation. 

The Partnership t The Partnership is a form of business 
organisation which is controlled and managed by two or more 
persons who are closely known to one another and who share 
the responsibility of the business jointly and severally. Usually, 
the share of eadi partner's contribution and of profit and loss, 
are specified in a legal Deed of Agreement. Partnership is said 
to be the oldest and simplest plan for renovating the energies 
of a business by taking some of the ablest employees of the 
business into partnership instead of allowing them to dissociate 
and start separate business for themselves. 

Advantages i In partnership it is naturally possible to 
raise more c.apital. Moreover, this form of business organisft- 
tion ensures greater efficiency since the work of management 
of the business may be divided among the partners who are all 
sincerely interested in the success of the business. ^ . Partner¬ 
ship as a form of business organisation, therefore, has greater 
strength and dasticity than ^e single proprietorship has, and 
hence, it still exists as an important form of business organisa* 
tion. It is capable of adapting itself to different problems. 

Disadvantages i There are, however, certain serious de¬ 
fects of this form of business organisation. For instance, the 
unlimited liability which it involves often scares away men mth 
money. They may be afraid to enter into partnership since 
any one of the partners may be held responsible for the busi¬ 
ness debts and obliggtions and the creditors may realise the 
amount of the debts fron^i any one of the partners. The risks 
for eftch partner is thus considMble since eadi is responsible 

naie often mit^ capital and 4U!t known, as 
^deeping parUi^* wk& those wlio manage ai^ div^ the buaineu are 
aa *a^W'partami.’ 
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for the act of any other in so far as the business is concerned. 
It is, therefore, not always possible to raise sufficient funds and 
ensure production on a large scale. Again, differences among 
the partners often spell disaster for the business. Similarly, 
dea^, insolvency or withdrawal of any one of the partners 
leads to the dissolution of the business imd hence, not infre¬ 
quently, there is absence of continuity of this form of business 
curganisation. 

The Joint Stock Company or the Gmrporotion t In these 
days of large scale production, the Joint Stock Company 
or the Corporation is the most suitable form of business or¬ 
ganisation. A joint stock company is an association of share¬ 
holders or stock-holders who subscribe to its capita] and exer¬ 
cise control in an indirect way by electing a Board of Directors 
in whom is vested the responsibility of the management of the 
business. Unlike partnership form of entrepreneurial organi¬ 
sation the joint stock company does not cease to exist on the 
death of the shareholders or directors. And the liability of 
each shareholder for the debts of the corporation is limited to 
the face value of the shares he owns of the corporation. That 
is, in case of failure of the company, the loss of the shareholders 
will be equal to the amount of the value of the shares they 
own of the company, the creditors of the company cannot at- 
tadi their other properties. A joint stock company or a 
corporation is thus a form of business organisation in which 
the liability of the share-holders is limited. Another important 
feature of this form of business organisation is that it exists as 
a, *legal person’ apart from the share-holders who supply the 
capital, own and control the company. The business is thus 
carried on in the name of the company which can sue and can, 
be sued in its own name. The company can own property and 
enter into contracts in its own name. 

,By buying shares of a joint stock company the individitals 
become shareholders, that is, in o^r words, ^ey become 
the coiaiNii^. These slMm^ldj^ exerase oon^l 
managem^t of the compuiy by th^ rigd^t to idect 
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the Board of 2>irectors in whom is vested the responsibility to 
look after the business as a whole, to formulate policies etc. 
Actual management, however, is entrusted to the salaried 
managers. 

It, therefore, appears that the corporations are managed in 
a democratic way. For, there is the desirable division of rights 
and responsibilities, of ownership anc|^ management. The risks 
are undertaken by the shareholders who supply the capital, 
policies are formulated by the Directors elected by the share¬ 
holders, who also supervise the business and the salaried offi¬ 
cials are in charge of detailed management of the business. 
Apparently, therefore, the corporations are managed in a demo¬ 
cratic way. But if we probe into details we will see that it is 
not always so. Not infrequently the control and management 
of the joint stock companies is oligarchical. For, although the 
risks are undertaken by the shareholders who supply the capi¬ 
tal, they hardly have any effective control over the general 
policies of the company nor usually do they go into details. It 
is only'a few, who manage to have a large number of the shares 
do in practice exercise control over the affairs of the com¬ 
pany. In meetings they dominate and succeed in getting things 
done to their liking and desires. 

A joint stock company raises its capital by selling shares 
or stodks^ to'the members of the public. Owners of 
these shares are owners of the company. They attend the meet¬ 
ings of the shareholders, have the right to vote in the election of 
the Board of Directors, and in the formulation of the policies of 
the business and they receive dividends when the company 
earns any profit. 

. A joint stock company in order to raise capital may issue 
different types of riiares. These may be Preference shares. 
Cumulative Pref^nce shares. Deferred shares i^id Ordinary 

1 Slock is i^srays registered and iqscsibed and transferable m any amount. 
Shafep aia always axpres^ in ce^n definite multiples e.y., lOi/r, Its. :lp0/- 
ehb, and; aaa often bearar securities. . 
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4 B]iares. One type of shiure, however, is different from the other, 
as will be evident from the following. 

In case of preferred shares, if there is any profit, dividend 
has to be paid at a fixed rate J>efore dividend is declared on the 
ordinary shares. If, however, the share is cumulative prefer¬ 
ence share, and if dividend cannot be paid in bad years while 
the company does not earn any profit, then the unpaid divi¬ 
dends of these years have to be paid in good years when the 
company earns profit before dividend is paid on the ordinary 
shares. Corporations also raise fund by issuing another type 
of shares known as iJie founders’ sha^ or the deferred shares. 
These are shares of low denomination and the owners of these 
shares are generally the original promoters of the company and 
nre entitled to usually a large share of the profits by virtue of 
possessing these shares, and they thus retain effective control 
over the affairs of the company. These shareholders are paid 
dividends after the fixed rate of interest on the debentures and 
dividend on the preferred and ordinary shares are paid. 

The ordinary shareholders have thus a claim ,on only the 
‘^residual income’ of the company. That is, they are paid after 
payments are made to the debenture holders and preferred 
shareholders. These shareholders, again, are not paid at a fixed 
rate just as the preferred shareholders are paid. The divi¬ 
dend they get may be large or small according as the company 
earns large or small profit. One more point has to be noted. 
In case of liquidation of the company the preferential share¬ 
holders have a prior claim to. be paid from the realised assets 
of the company than these ordinary shareholders. 

The Coipoiaticm can also raise fund lay issue of bonds or 
debentures. Bonds are issued against company’s pfoperiic^ 
and bear a fixed rate of interest and are termkiable since t&e 
company 1^ to repay the borrowed sum after a certain number 
of years,. Bond-hold^, ther^ore, are creditors. of, the eolll^ 

pany and have no voice in its numagemeotti. If. ^eretevcw tike 

^ - 
•V 1 1} 
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company goes into liquidation tliey have a prior <^um to be 
paid before assets be distributed among the shareholders.^ 

Advantages t Spectacular success of big corporations in 
recent years in various indi^trially advanced countries 
of the world speaks volumes in support of this form of busi¬ 
ness organisation. The Joint Stock Ck>mpany has become a 
more popular form of business organisation for various reasons. 
The more important ones of them being, firstly, it does not 
scare away men with money and r^dy to invest, for, the liabi¬ 
lity of the shareholders is limited only to the extent of the 
value of their shares. It, therefore, facilitates investment on 
the part of those who are ready to invest without taking very 
great risk or responsibility as the unlimited liability of the part¬ 
nership concerns involves. Secondly, the shares issued are of 
different types and denominations suitable to the various 
tastes, temperaments and capacities of different categories of 
people willing to invest their money. Thirdly, the ease of trans¬ 
ferability and marketability of these shares is a further source 
of encouragement to the investors. Transferability of shares 
secures the advantage of diffusion of risk and control of the 
business by abler men to whom the responsibility passes when 
shares are bought by them. All these positively stimulate in¬ 
vestment and facilitate raising of large capital apd thus secure 
the benefits of large scale production, s.p., use of costly ma¬ 
chines, scope for eiq>eriment, production at a low cost etc. 
Stability or continuity of existence of the company is another 
advantage of this form of business organisation. This facilitates 
planning in advance and risky experiments. Centralisation of 
responsibility in the hands of Directors who are generally able 

.^Tlw sta^eat should know dearly the ifietinction between ibithoriaed 
Subacribed Ognta], and up By Authotiied Caidtal is- 

meant the ameont of oarital* whidi the company is anthoxiaed to xaiee by 
Sts HemMaadum of Assodatkm. It does not, therdore, represent the actiial 
{wd ^ the.oaripany. Sabseribed or ianed eapital refers to tbe noumai 
vi%ie of tile ehiirea aQtuaUy bsiied and eoU to the durAoJders. Pdd tqi 
cainta] xefem to tiie amount actually paki by tbe ahardmldeni to tbe obe- 
pe ea ti e u ' bi im p ect of tiuh duaes. 
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and well informed men, scope for ai^intment of experts and 
highly paid managers etc., also make this form of business or* 
ganisation more efficient and profitable. Finally, the share* 
holders can, if they so desire, remove the incapable Directors 
and elect abler ones in their ^aces. This form of business or¬ 
ganisation has thus the great merit of elasticity and, if desired, 
it is possible to infuse new blood in the management. 

Disadvantages i We have already observed that in prac¬ 
tice, the management of corporations tends to become, oligar- 
•chical—a few shareholders who manage to hold a good many 
shares form a clique and dominate. Rampant misuse of public 
money by payment of high salaries to favourites, nepotism and 
corruption are some of the unhappy facts which hardly can be 
denied. Secondly, the number of shareholders of big corpo- 
:^ations is usually very large and they live often at distant 
places. It is, therefore, not always practicable for them to look 
after the management of the business directly and check the 
abuses practised by the Directors, salaried officials etc. The ease 
•of transferability of shares, diffusion of the responsibility of ma¬ 
nagement among the Directors and the salaried manners 
who do not undertake the risk, often prevent a 

healthy growth of team spirit, a spirit dc corps among 
those who take the risk, that is, the shareholders and 
the management, that is, the Directors and the sala¬ 
ried managers. A joint stock company is, therefore, 

sarcastically said to be an association of 'capital* or 'money¬ 
bags*. Not infrequently, again, numerous innocent sharehold^ 
are derived by the Promoters and Directors who are usually 
posted wirii the inside information of the company and dispose ‘ 
>iof thrir shares when they apprehend any danger. Members 
^ the public who buy these shares fall hiib Iheir trap and^are 
<thus deceived. Egsy marketability of sha^ also oRea legds 
to an unhealthy spttxitatiQn and gamblhig in sillies brin^jiig 
at riines ffisaster to the compimy aiid a large ^^mbeT of idiare- 
lii^ers. finally, wlmn.the oonirol rests cm a lew 1% finanfsw. 
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chances are there of over-capitalisation or monopolistic combi¬ 
nation with their attendant evils. 

Whatever the defects of the joint stock company or the cor¬ 
poration as a form of business organisation, it is undeniable that 
this form is the most suitable for large scale enterprises requiring 
huge capital, e.gr., railways, shipping, etc., and also for those 
{enterprises which are risky and necessitate considerable sum to 
be spent on research and experiment. The advantages of this 
form of business organisation far outweigh its disadvantages. 
Ptoper legislation, higher standard of public morality, keen 
interest of the shareholders in the affairs of the company may 
go a long way to remedy whatever defects it has and thus may 
make this form of business organisation extremely beneficial to 
the businessmen and also to the community as a whole. 

Holding Company t Holding * company is a device by 
which the control of sevei^ companies can be centralised without 
destroying their legal indentities or affecting their *good will’! 

The object of holding company is to have a ’controlling 
interest’ in a number of operating concerns by the purchase of 
majority of their shares. A holding company now-a-days includes 
companies which, while they have controlling interest in others, 
known as subsidiaries, themselves carry on business. The pro¬ 
cess is known as ’pyramiding’, that is, at the base will be a large 
number of operating companies while at the apex will be a small 
Holding Company in which control over the subsidiary com¬ 
panies will be centralised. The holding company at the apex 
and a few other intermediate companies may, however, hold 
securities of other companies, collect dividends on these securi^ 
ties and control their policies, without themselves being engaged 
in production, intimately, however, the control over the oonoh 
pa^es grouped together .in the pyramid rests with the persons, 
invariably a few big financiers, controlling tiie holding com¬ 
pany at the top. 

An advantage of this form of combination is that the sitb^ 
sidiary companies do not lose th^ separate exii^mioe, the 
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holding company method ia a looser form of combination than 
amalgamation. This method, again, necessitates nothing more 

than a transfer of shares and hence, is less expensive. 

« 

But the real danger lies^in the fact that it gives absolute 
controlling power to a few big financi^ over a large number of 
companies. In fact they can, under this device of ^pyramiding’, 
control more capital than they actually possess. The inevi- 
stable consequence of this concentration of power is that the 
minority shareholders of the companies have to give way if 
there arises any difference between them and these big finan- 
ders having majority of shares. The holding company method 
may, again, enable them, i.e.» these financiers, to withhold in¬ 
formation from the public. , 

Co-operative Organisatioiis s Large-scale production 
under the capitalist system has no doubt great advantages. 
Nevertheless, it lias certain glaring defects too. This 
system of production is responsible for various grave sodal evils 
e.p., unfair prices, exploitation of the labourers, unfair com¬ 
petition leading often to elimination of small producers, fre¬ 
quent frictions between labour and capital etc. Management 
of large joint stock companies, we have seen, often tends to be 
oligarchicai, dominated by a few, the workers having no voice 
in it. Hence, inspired by ethical motives and the principles 
of co-operation, some sodal reformers of the 19th century 
advocated the introduction of co-operative form of business 
organisation. 

The essence of co-operation or co-operative production is 
democratic ownership and democratic nuumgement. Co-ope¬ 
rative sodety, it has been observed, is an “association for the> 
purposes of joint-trading, originating among the weak and 
^ducted always in an unsd^sh spirit, on such terms that all 
are prepared to assume the duties of memberdiip shaA in 
‘ ^ rewards in proportion to the degree in winch ^ey nmlte 
of thdr association’* ^ In tins form of oirgani^on the 
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workers themselves raise the capital by purchasing shares and 
thus undertake the risk of the business which, again, is manag¬ 
ed by themselves and the profits, if any, are divided among 
themselves. By thus eliminating the capitalist, the workers 
succeed in eliminating some of the evils of the capitalistic sys¬ 
tem of production, viz,, exploitation of labourers, confiicts 
between labour and capital, strikes, logk-outs, etc. 

Co-operative societies, broadly speaking, may be of two 
types : (1) The Consumers* Cooperative Societies and (2) 
the Producers* Co-operative Societies. 

(1) Consumers’ Co-operative Societies : These are asso¬ 
ciations of consumers who raise the capital themselves by buy¬ 
ing shares and earn the profit from the retail sale of the goods 
to the shareholders, i.e., among themselves. Since the pur¬ 
chases are made at wholesale rate and the sales are made at 
retail rate there is always a margin, the profit, which is distri¬ 
buted among the shareholders usually in proportion to the 
amount of their purchases from the society. 

A number of Consumers* Co-operative Societies may choose 
to combine in order to form a Wholesale Society with the object 
of supplying commodities to the retail societies and may also 
engage in production. 

It is thus, possible by formation of these societies to avoid 
unnecessary expenses on advertisement, and to eliminate the 
middlemen, and for these reasons the Consumers’ Co-operative 
Societies have been largely successful. 

(2) Pk*cNlucer8’ Co-operative Societies i These are as¬ 
sociations formed by a group of men who subscribe the capital 
and are themselves engaged in production with a view to dis¬ 
tribute the profits among' themselves. The shareholders, that 
is tp, say, those who undertake the risks of the business are 
themselves employed by it. The employees not only have a 
share in the profit but also have the right to vote at meetings 
and thus have a voice in formulating the broad policies of the 
business. 
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The advantages of Co-operative production are, firstly, it 
succeeds in eliminating the capitalist and thus the exploitation 
of the workers and the frictions between the labour and capital, 
since the labourers employed are their own masters. For the 
same reason, that is, because the labourers are their own mana¬ 
gers and foremen, detection of laxity and incompetence and 
waste becomes easier aeid minor work of superintendence, un¬ 
necessary. Finally, every one is conscious of the fact that he 
is responsible for the success or the failure of the business, that 
is, every one is alive to his duty and responsibility. This is no 
mean an advantage. 

These are certainly no small advantages derivable from the 
Co-operative method of production. But in practice co-ope¬ 
ration as a form of business organisation has failed. The rea¬ 
sons are not far to seek. While it does away with the entrepre¬ 
neur class so essential for the corporations engaged in large 
scale production, it fails to supply the necessary talent, ability 
and skill from the labourers and thus there is a positive loss of 
efficiency. Secondly, the workers who themselves are employers, 
are not always the best possible masters of their own managers 
and foremen. The natural tendency of the manual workers to 
under-estimate the strain involved in conducting the business 
and their reluctance to pay high salaries to them is also a 
aource of the weakness of these organisations. Finally, pro¬ 
duction on a large scale requires huge capital which it is diffi¬ 
cult for this form of organisation to raise. This limits the 
scope of desirable expansion of this form of business organi¬ 
sation. 

It is, however, true that this form of business organisa-' 
tion succeeds in avoiding confiict between labour and capital, 
a positive social danger, and inculcates a spirit of co-operation 
among the workers. Besides, many of the defects may be re¬ 
moved if honest , and abler men actuated by the prindples of 
co-operation try to make this form of business organisation a 
success. Education and growing enlightenment of the labourers 
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in business affairs, their increasing willingness to act on co¬ 
operative basis, are definite indications of the growing popu¬ 
larity of co-operative activities. 

Profit-Sharing : In the schame of profit-sharing b found 
a partial application of the principles of co-operation in busi¬ 
ness management. Under this scheme, the private capitalist 
firms, while retain their thorough contfbl over the management 
of the business, agree to divide among the workers, besides their 
wages, a certain share of the profits when, of course, these ex¬ 
ceed a certain minimum. 

The scheme is inspired by the idea that such a device will 
lessen the frictions between labour and capital, increase the 
willingness and the zeal of the workers and succeed in attract¬ 
ing the workers of more than average ability and industry. 

All these, if achieved in practice, no doubt will 
go a long way to ensure a healthy feeling of co-operation bet¬ 
ween the workers and the employers and stimulate productive 
ability and efficiency. But, in practice the scheme of profit 
sharing neither enthuses the reluctant capitalist to part with 
a share of his profits nor inspires the workers obsessed with the 
idea that they are nobody in formulating the policies of the 
business or in its management. Nor, again, are they satisfied 
with the meagre share of the profits which is usually allotted to 
them under this scheme. 

State-Enterprises : Often governments or local authori¬ 
ties themselves engage in productive activities and own and 
manage enterprises. Examples of such state-enterprises are, 
Railways, Post-offices, etc. Necessary capital, of course, is ob¬ 
tained by borrowing from the public or by taxing them. 

These enterprises are undertaken largely under the influ¬ 
ence of socialistic ideas emphasising the need of expansion of 
Sstate-activities in spheres of production. But state-enterprises 
suffer from some limitations. For instance, the salaried offi¬ 
cials who manage these enterprises usually are engaged in 
routine work and lack in initiative. There being«no inc^tive 
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of profit, as there is in private enterprises, men are less likely 
to work with that much energy and enthusiasm as they would, 
were there the inducement of extra reward in the shape of 
profit. 

These undertakings are, therefore, usually less efficiently 
managed than the private enterprises are. Many of the handi¬ 
caps, however, have beefl sought to be removed by the device of 
leaving the entire responsibility of management of these enter¬ 
prises in the hands of experts, either by forming a Committee 
or a Board. 

We have thus reviewed, in brief, the principal forms of 
business organisation. We postpone for the present the dis¬ 
cussion of Monopoly and Combination or Consolidation and 
Inte^ation of Industries. These will be taken up after we 
know a few more things about the Large-scale Production, Divi¬ 
sion of Labour and Use of Machines, etc. ^ 


iSee Ok. U. 



CHAPTER 10 


PRODUCTION ON \ LARGE-SCALE 

Division of Labour : Organisation of production on a 
large scale necessarily depends upon division of labour. The 
finished products we buy have behind them the ‘specialised* 
work of innumerable workers, each of whdm perf<Nrms some 
specialised task and is responsible for only one stage in the 
process of manufacture. Were it not so, large scale production 
would be impossible. In primitive societies, therefore, when 
men produced things from the start to finish, production on 
a large scale was not possible. Leaving other considerations 
aside, wastage of time and inability to use machinery were 
there to check the volume of production. Division of labour 
thus, may as well, be termed as ‘specialisation.* 

By simple division of labour we mean division of occu- 
pations. Here a workman confines himself to the making of a 
commodity from start to finish, e.g., a cobbler making a pair 
of shoe. But when the work of shoe-making is sub-divided 
into several operations, say, seventy or eighty, performed by 
distinct sets of workmen, division of labour no longer is simple, 
it has become complex. In simple division of labour, that is, 
when a worker produces a commodity' from start to finish, there 
is ‘specialisation by product* and there is ‘specialisation by 
process* when each worker is responsible for one stage only in 
the process of manufacture. 

Just as in complex division of labour each labourer is res¬ 
ponsible for only on^ stage in the process of manufacture and 
thus ‘specialises*, so different localities of a country or even 
different countries themselves may 'specialise* in producing only 
those commodities for which the nature has made them most 
suited. This is known as Territorial or Geographical division 
of labour. 
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Limits to Division of Labour : There are, however, cer¬ 
tain limits to division of labour. For instance, extreme division 
of labour and the consequent large volume of production would 
definitely not be profitable if there is no ^market’ for the pro¬ 
ducts. The advantage of di^sion of labour is thus limited by 
the extent of the market. Again, the extent to which the 
process of manufacture can be split up, that is, in 
other words, how fai^ division of labour can go, de¬ 
pends also on technical considerations. Thirdly, if the 
work is occasional instead of being continuous, then the labourer 
would be reluctant to confine himself to that single occupation 
and will seek employment in other occupations which means 
the amount of advantage derivable from division of labour is 
not d^ved. Greatest amount of advantage from division of 
labour is only obtainable if the labourers are kept engaged 
continuously. In manufacturing industry, the work is conti¬ 
nuous, hence, there is more scope for division of labour while 
in agricultural industry the scope is less, since the work is not 
continuous. Often dearth of capital may obstruct reasonable 
division of labour. This is specially so in industrially less ad¬ 
vanced countries where there is paucity of capital. Thus divi¬ 
sion of labour depends also on the amount of capital available 
at any given time. 

Division of Labour t Its Advantages : The greatest 
improvement, observes Adam Smith, in his Inquiry into the 
Nature and Causes of the Wealth of Nations, in the produc¬ 
tive powers of labour and the greater part of the skill, dexterity, 
and judgment with which it is anywhere directed, or applied, 
seem to have been the effects of the division of labour. The 
truth of the statement can hardly be questioned. The more 
important advantages of division of labofir are the following: 

Different men have different capabilities. Some are phy¬ 
sically strong, others are weak. Again, some are more int^- 
gent, whOe others are less intelligent etc. Division of labour 
makes it possible to give each of these workers work according 
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to his capabilities, both mental and physical. Waste of human 
labour can thus be avoided by division of labour. For, various 
categories of men, who would otherwise find it difficult to find 
employment, get suitable employment when there is division of 
labour. The loss resulting from t^e mishandling of machines 
by specialised workers is also minimised. 

Secondly, practice, it is said, makes a man perfect. Divi* 
sion of labour, since it necessarily implies that each worker 
performs one specific task in the process of manufacture of a 
thing, certainly increases the worker’s skill and dexterity. 

Thirdly, division of labour ensures economy both of im¬ 
plements and time. Since each worker, when there is division 
of labour does only one specific task, he requires fewer instru¬ 
ments than he would, were he to perform different tasks neces¬ 
sitating the use of various types of machines. And that ob¬ 
viously would mean that at the time when he would be engaged 
in one machine the other machines would remain idle, that is, 
the capital invested in them would remain idle. If there is divi¬ 
sion of labour and each worker uses one set of tools, not only the 
waste of instruments and capital may be avoided, the same 
set of machines may also be utilised fully. 

This also implies saving of time. For, one has to learn 
only one occupation or rather a single part of the whole pro¬ 
cess of production. The period of apprenticeship is thus short¬ 
ened and this means saving of time. Secondly, it saves the 
time which the workers would necessarily lose in frequently 
passing from one job to another or from one operation to 
another. 

Finally, division of labour or specialisation facilitates greater 
use of machinery. For, division of labour implies that the 
whole process of manufacture is split up into several succes¬ 
sive operations most of which involve automatic repetition of 
identical movements and, hence, can be done by machines. 
Division of labour or specialisation thus facilitates greater use 
of machinery and ensures larger production at a lower cost. 
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It also gives scope for improvements and inventions, for, when 
the process of manufacture is split up into several simple ope¬ 
rations, intelligent workmen who watch every operation care< 
fully may suggest improvements and, in this way, inventions 
are made and machines are^ substituted for human labour. 

Disadvantages : Division of labour, however, is not 
always an unmixed blessing. There are, in fact, certain dan¬ 
gers of specialisation or division of labour which we cannot 
too readily ignore. Some of these are discussed below. 

Specialisation, by narrowing the task of a man, narrows 
the man’s capability too. It stifles the worker’s initiative and 
judgment and reduces him to the level of a machine. Change 
or variety of work is a source of relaxation of mind; it relieves 
the mind from the boi’edom and strain necessarily one suffers 
if one has to perform the same identical operation all day long. 

Specialisation, again, involves the risk of unemployment. 
For, the worker who specialises in one operation in the process 
of manufacture of a thing becomes practically incapable of do¬ 
ing any other work. If, therefore, for whatever reason, e.g.» 
change of fashion, invention etc., the demand for the article 
he is engaged in producing falls, he is thrown out of employ¬ 
ment since the work in which he has specialised, is no longer 
required. Magnitude of these risks can be imagined when we 
remember that, in these days, production is undertaken much 
in advance in anticipation of demand which may, mean¬ 
while i.a., before the product is finally ready for sale, fluctuate. 

Spiecialisation also '^loosens the ties by which the com¬ 
munity is bound together. Specialists have their peculiar 
background. They live in a world of their own, cut off from 
other specialists by their training, their habits, and above all 
by their interests. There is thus a coKstant danger of sec- 
tionidism: the specialists entrench themselves in organised 
groups in defence of their interests, and often in disregard of 
the interests of the community/’ ^ 

^ Caimerom—IntrednctmB to Economics, p. 48. 
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There are thus certain evils associated with the division of 
labour or specialisation. But the advantages the community 
derives from the division of labour are greater than the dis¬ 
advantages it suffers. “However the community were orga¬ 
nised,” observes Benham “the w^pts of those in a position to 
make their choice effective could be satisfied much more fully, 
from a given supply of means of production, by taking full 
advantage of division of labour.” 

Machinery and Efficiency of Labour : Just as division 
of labour makes labour more efficient and facilitates produc¬ 
tion on a large scale, so also the efficiency of production largely 
depends upon the use of machinery. These two go hand in 
hand. Use of machinery calls for higher intelligence and res¬ 
ponsibility of the worker and contributes to his efficiency in 
the following ways :— 

Use of machine largely relieves the strain of the human 
muscle since the work which is too heavy to be performed by 
manual strength is done by machines. 

The work is done much faster by machine than it can be 
done by human labour. Similarly, the work which is extreme¬ 
ly delicate is done quickly, accurately and untiringly by ma¬ 
chines. 

Machines, in a way, help to get rid of the monotony of work 
since the work which is uniform and monotonous is constantly 
being taken over by machines. Use of machines thus relieves 
the monotony and also saves time and thus paves the way for 
more leisure or higher wage, by helping the labourers to be 
more efficient. 

Besides increasing man’s command over nature and the 
volume of productiim, the use of machines has other advan¬ 
tages too. For instance, machinery has diminish,e<l the barrier 
between different industries and thus has helped the labourer. 
Similar machines are used in different trades, so it is often 

1 Benham—Economics <4th Edn. p. 119). 
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easier for the labourer to find job. Volume of production 
is increased by the use of machines in one more way, viz,, the 
parts being exactly interchangeable, greater use of machines and 
hence more production is also possible. The system of inter¬ 
changeable parts in machine^, while it increases the use of 
machines, also promotes efficiency of production. Greater use 
of machines, again, necessarily reduces the cost and the com¬ 
munity stands to gain when the commodities are sold at a 
cheaper price. Standardised goods can be produced only with 
the help of machines. 

Disadvantages of the Use of Machinery : Use of machi¬ 
nery on a large scale has often been looked upon by some 
thinkers, e.g.. Buskin, Carlyle etc., with great disfavour for 
certain evils which are generally associated with the system of 
production on a large scale with the use of machinery. These 
are mainly the following :— 

By displacing human labour, introduction of machinery 
invariably throws a large number of men out of employment 
and thus is detrimental to the interest of the labourers, be¬ 
sides the other social evils, e.g,, corruption, political agitation, 
^inrest among labourers, friction between labour and capital, 
etc., which are associated with unemplo 3 ntnent.^ 

Introduction of machinery, again, is said to be at the root 
of various other evils of capitalistic system of production, viz., 
employment of women and children, degradation of health and 
morals of the workers working in most uncongenial atmosphere 
in factories and living in slums, the growth of crowded indus¬ 
trial towns, etc., etc. 

It should, however, be noted that these evils are not the con¬ 
sequences of use of machinery as such but rather are the results 
of the abuse of machinery by the emjdoying class, the capita- 

^ Introductioii of machinery, it should be noted, throws men out of em- 
pk^nment for the time being. But later it creates more avenues of employ¬ 
ment. For, introduction of madiineiy results in lowmr cost of produedon and 
therefore, cheaper price. Cheaper prices stimulate donand and augment 
savings. Savings hdp oreation of capital and paves the way for brisk busi> 
ness activity which necessarily means mi»e empk^ment. 
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lists, who often are more interested in increasing their profits 
than the welfare of the workers. Appropriate social legislation 
with a view to increase the welfare of the working class will 
succeed in removing many of these evils. Strong public 
opinion and people’s higher stand^fd of social conduct will also 
go a long way to prevent many of these abuses. We cannot, 
therefore, think of doing away with machinery since, the 
greater the progress of industry the higher will be the people’s 
standard of living and the more prosperous will be the commu- 
nity as a whole. 

Economies of Large Scale Production : Internal Eco¬ 
nomies : When an individual firm grows in size and produces 
larger volume of output certain economies accrue to it. These 
are economies of production on a large-scale and any firm 
when able to produce on a large scale enjoys these benefits in¬ 
dependently of the actions of other firms. These economies, 
known as Internal economies, may broadly be grouped under 
the following heads: 

Technical Economies : Benefits of electrically driven, 
costly and up-to-date specialised machinery can be enjoyed by 
Only large firms producing on a large scale. The small estab¬ 
lishments neither can afford to use these machinery, nor, it is 
profitable for them to do it, since they may not keep them in 
continuous use and, therefore, cannot derive the full advantages 
from their use. Secondly, use of large machines has some 
purely mechanical advantages, for instance, it diminishes the 
losses which result from frictions, evaporation or from cooling. 
It also reduces the cost since the cost of operating large machines 
is cheaper in the sense that, although the output increases when 
large machines are used, the number of operators required to 
operate them is not necessarily larger than is required to ope¬ 
rate smaller machines of the same type. It is also cheaper 
to construct large machines. Thirdly, the advantages of divi¬ 
sion of labour, of employment of highly paid experts, etc., can 
be obtained only when a firm produces on a large scale. 
Fourthly, the cost is reduced or certain economies accure in 
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other ways too. For instance, a large firm can avoid waste 
and thus ensure economy by the use of by-products which the 
small establishments cannot profitably utilise. By-products 
.are utilised to a considerable extent in meat packing industry 
in U.SA. Finally, the advantages and the economies which 
Insult from linking of different stages of manufacture can be 
enjoyed by large establishments only. A small firm, for ex- 
■ample, has to depend ‘oa others for the supply of essential raw 
materials, etc. This dependence is risky because the supply 
may not be regular. A large firm, on the other hand, is in a 
position to avoid these risks by undertaking to produce the 
|raw materials or semi-finished goods it requires. A wire less 
factory, for instance, may decide to make screw nails it needs 
■and thus avoid the risk of uncertainty of supply. This also 
aaves time and cost of transport. 

Maiugerial Economies t In this age of specialisation, 
the services of specialists are called for in every sphere. More 
so, in the realm of business, where competition is keen and the 
large firm has an advantage over tlie small firm because it can 
•employ specialists by paying high salaries and thus ensure effi¬ 
cient management. The work of management may be split 
up into separate departments and each of these departments 
may be placed under the supervision of experts. The owner 
of a small establishment has to do several things himself, viz., 
he has, for instance, to make plans, to superintendent the diffe¬ 
rent departments, to go here and there in connection with the 
purchase of raw materials or sale of finished products, etc. 
All this is likely to obstruct efficient production. But in a 
Jarge establishment the owner or the entrepreneur may con- 
•centrate on more important questions of formulating policies 
or on difficult work of organisation and leave the routine work 
.and the details to subordinates. These Sconomies in manage¬ 
ment thus can be secured only when the production is on ^ 
large scale . 

Marketing or Commerelal Economies s There- are cer¬ 
tain bargaining advantages of a large firm. For example, it gets 
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A ^preferential treatment* from those who sell raw materials to 
it. This is possible because it enjoys great reputation in the 
market. Besides, it buys raw materials in large quantities and 
fairly regularly and so, buys at a favourable rate. By effective 
propaganda, by arranging its own transport system and by em¬ 
ploying expert sales officers, etc., a large firm can secure reduc¬ 
tion in selling costs too. Buying and iielHng in large quantities 
do not necessitate employment of proportionately large staff. The 
same staff may be used to capacity. Some economy is also 
possible in this way. 

Financial Economies : A large firm, because of its stand¬ 
ing and reputation, is in a position to raise large capital by 
selling shares and issue of debentures to the public. It may 
also borrow from banks at a favourable rate of interest. The 
small firm is handicapped since those who have money and 
are willing to invest, would prefer to invest in large and estab¬ 
lished firms than in small and less known firms because of the 
lesser risks. 

Risk-Spreading Economies : A large firm producing a 
large variety of goods and for different markets is less vulner¬ 
able to fluctuations in demand. A fall in demand in one mar¬ 
ket may be compensated by a rise in it in another or a fall in 
demand for a particular variety of product may be compensated 
by a rise in demand for another variety it produces. When 
we take these advantages into consideration, the large firm 
definitely stands on a better footing than the small firm. 

We have discussed above the economies which arise when 
a fiirm produces on a large scale. These Internal economies, 
can, as we have seen, be grouped under these heads, viz.. Tech¬ 
nical, Managerial, Marketing or Conmercial, Financial and the 
economies resulting fro|n distribution of risks or Risk-Spread¬ 
ing economies. 

External Economies : Besides these Internal economies 
production on a large scale is favoured by some External eco¬ 
nomies too. These are, however, not the results the increase:* 
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of the size of any individual firm; but are made available to 
all the firms in an industry because of the growth of the indus¬ 
try as a whole and also because of the growth of subsidiary in¬ 
dustries. Some of these advantages are discussed below. 

The growth of any industry results in a larger demand for 
the machinery which are used by each individual firm engaged 
in production in the industry. These machines, therefore, will 
now be produced on a larger scale than before, and so will be 
produced at a lower cost. The individual firms will buy these 
machines at a lower price and thus will derive benefit from the 
growth of the industry as a whole.^ 

The firms in the industry, when concentrate in any parti¬ 
cular area, also derive considerable mutual advantages in vari- 
jous other ways, ^.p., availability, as well as training of skilled 
labour, facilities of cheap and better transport, dissemination 
of useful information; through the publication of Trade Journal, 
etc. These are the advantages which they enjoy when they arc 
localised in a particular area and are said to be the economies 
of concentration. 

Substantial advantages are also derived by all these firms 
when, as a result of the growth of an industry in a locality, sub¬ 
sidiary industries, e.g,, for supplying raw materials, spare parts, 
'etc., grow in the area. 

limits to the Expansion of a Firm t We have seen that 
-various economies—^the economies of scale—^favour production 
on a large scale. But to maximise these economies no indivi¬ 
dual firm can go on expanding its size indefinitely. There are 
a number of obstacles which limit the growth of the size of an 
individual firm. These, in brief, are the increasing difficulties 
bf management, the increasing risk of fluctuations and uncer¬ 
tainties of demand, the difficulties of raising more and more 

^ WhUe the finn manufacturing machines manufacture a larger uuiubei 
of machines, certainly it enjoys the baiefit of certain internal economies of 
•large scale production and, therefore, produces at a lower cost; but in buying 
these machines at a lower price all the individual firms requiring th^ ma- 
chinra enjoy the benefit of mctemal economies. It is thus clear that the 
'internal eoononnM (ri one industry may be the external economies of anotiier. 
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capital to finance the business etc. These are some of the real 
difiSculties which limit the increase in the size of any firm inde¬ 
finitely. 

Advantages of Small-acale Production : Production on a 
large scale has no doubt some positive advantages which the 
small producer cannot expect to have. Nevertheless, the small 
firm also enjoys certain advantages peculiar to it only. For 
example, the problem of co-onlination and supervision, when 
the size of the firm is small is not so baffling as it is in 
large establishments. Efficient management of the business 
|s possible if the firm is not large. In a small firm a personal 
relationship grows between the employer and the workers and 
this prevents frictions, strikes etc. In large firms with thou¬ 
sands of workers no such cordial relationship can grow and thus 
frictions between the employers and the workers, strikes etc., 
are more frequent. The small producer is in an advantageous 
position because he can pay attention to the details, can cater 
to the needs of individual customers and above all, can take 
prompt decision and can go ahead with his own plan without 
being obstructed by others. His enthusiasm, initiative and 
imagination surely contribute to a large extent to the success 
of the firm. 

Localisation of Industry : We have observed, while dis¬ 
cussing division of labour, that just as each labourer, when there 
is division of labour, ^specialises’ in performing a particular 
task, so different localities of a country may ^specialise’ in pro¬ 
ducing those commodities for which the nature has made them 
most suited. This geographical division of labour leads to the 
growth or location of some industries in some particular places 
and others in some other places. And when particular indus¬ 
tries concentrate in |;>articular regions the industries are said 
to be localised in those regions, as for example, the jute manu¬ 
facturing industry is localised near Calcutta or the cotton texUle 
industry is localised mostly in Bombay and Ahmedabad. Loca¬ 
lisation of industry thus means concentration of a particular 
industry in a particular region. 
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Factors Inflaencing Localisatioii i Several factors influ¬ 
ence the localisation of some industries in some particular places, 
the most important one of them being, of course, the fact that 
the factors of production are not distributed in equal propor¬ 
tions over the surface of the earth. There are, that is to say, 
some natural advantages in some places for the growth of some 
industries there, as for ^ample, Bombay and Ahmedabad are 
advantageous for the growth of cotton textile industry. The 
climate, the character of the soil, existence of mineral and power 
resources within easy access, etc., are other factors which influ¬ 
ence the localisation of particular industries in some particular 
places. Accessibility to these minerals and the sources of power 
reduces the cost of pfToduction and naturally, therefore, those 
areas allure industries, whci-e these are available in plenty. 
Similarly, industries grow in those places where there are ports, 
navigable rivers, seas, etc.,which facilitate transport of com¬ 
modities at a low cost. Abundant and cheap supply of labour 
and existence of a large market also are important causes leading 
to the location of industries in some places. Not infrequently, 
industries grow in towns because of the existence of wide mar¬ 
kets for the products. 

Inertia on the part of the business men is another cause of 
location of industries in some places. Once an industry is 
established in a particular place and earns reputation each firm 
engaged in the industry enjoys the reputation and also derives 
certain other benefits from the existence of other firms in the 
area e.g., supply of skilled labour, etc. These advantages allure 
businessmen to start their firms in that area instead of taking 
chances elsewhere. Watch-manufacturers, for instance, would, 
prefer Switzerland than any other place. The inertia or the 
momentum of an early start is thus andiher factor which in¬ 
fluences the location of certain industries in certain places. 

Finally, political causes often influence localisation of in¬ 
dustries. In Murshidabad of Ben^, for instance, the silk in¬ 
dustry thrived positively under the patronage of the rulers of 
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the place just as under the protection of William the Conqueror, 
the cloth industry was established at Norwich. 

Economies or Advantages of Localisation of Indus¬ 
tries : A great advantage of localisation of industry is that the 
products of the industry find a good market at reasonable 
prices, because of the reputation the place enjoys. Swiss watches, 
for example, have a good market, because of the reputation of 
Switzerland in watch manufacturing. Secondly, localisation of 
industry is advantageous both for the employer and the labourer, 
because the former is sure of regular supply of skilled labour 
in the area where the industry is located and the latter, having 
the necessary skill, is sure of getting employment since there 
is always a demand for skilled labour in the area. An addi¬ 
tional advantage derived from the localisation of industries is 
the fact that the children of the skilled workmen, engaged in 
the industry, learn the trade from their childhood, more or less 
unconsciously and this also secures regularity of supply of 
skilled labour for the industry. 

Thirdly, banks and other appropriate financing institu¬ 
tions, Stock exchanges, etc., are established in the area and this 
facilitates supply of capital to the firms engaged in the industry 
and also marketing of their securities. 

Fourthly, localisation of an industry in any place leads 
to the growth of industries subsidiary to it in the area and these 
subsidiary industries help the main industry in various ways, 
e.g., by supplying machinery, raw materials, by providing means 
of communication etc. 

Finally, when an industry is located in any area, the firms 
engaged in the industry may derive considerable benefits by 
mutual discussion, dissemination of trade information by pub¬ 
lication of Trade Journal etc. Emergence of new ideas about 
business organisation, possibilities of invention of machinery, 
etc., are also no small advantages of localisation of industry. 

Disadvantages t There are, however, certain serious dis¬ 
advantages of localisation of industries in some particular 
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places. For instance, the fortune of the people of the area 
where any industry is localised becomes bound up with the 
fortune of the industry. That is, if the industry suffers, say, 
for want of supply of raw materials or due to a fall in the 
demand for the product, theb the workers of the area will natur¬ 
ally lose their jobs. What is worse even, they may not get 
suitable jobs elsewhere, since they have specialised only in 
one type of work. All these positively increase the sufferings 
of the people. Establishment of different industries in the 
areas, may, however, to a certain extent, mitigate tlieir suffer¬ 
ings. 

Another disadvantage of localisation of industry is that it 
necessarily increases the demand for a particular type of skilled 
labour. This may mean, that only the strong and able-bodied 
young members of the workers* families get employment, while 
the female members and the children do not find work, since 
they neither have the strength, nor the skill, and intelligence. 
But unless the wages are sufficiently high so as to enable the 
workers to maintain their families, they are not likely to stick 
to their work. Hence, on the one hand, high wages may have 
to be paid, which naturally would raise -the cost of production 
and, therefore, the price, while on the other, the female 
members, or the children of the workers remain idle, since they 
do not get suitable employment. To take an illustration. In 
Iron and Steel industries, there is demand for only strong and 
able-bodied men. So, while these men get employment, the 
womenfolk and the children do not get work. Unless, there¬ 
fore, the wages are sufficiently high, the workers will not be 
able to maintain their families. The employers, thus, have to 
pay high wages by raising the price of their products. 

These difficulties, however, can be jemoved by the estab¬ 
lishment of supplementary industries. Cotton mills, for ins¬ 
tance, may be established as a supplementary industry, to give 
employment to women and children, where Iron and Steel In¬ 
dustry is localised. 
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INDUSTRIAL COMBINATIONS 

Motiveg Behind Industrial Combinations : Firms, we 
have seen, expand mainly with a view to increase their profits, 
by taking severaj advantages of largc^cale production, or, in 
other words, by reducing their costs of production. The mo¬ 
tive to augment profit, is also the most powerful motive, which 
leads to combination of several firms under a single control and 
management. Self-defence, elimination of competition, control 
over the supply price, lust for monopoly profits and industrial 
leadership and power, possibilities of raising larger capital on 
the Stock Exchange, etc., are also other motives which lead to 
industrial combinations. 

Such combinations, however, are more likely, when the 
number of firms engaged in an industry is small; and instead 
of being scattered over a wide area, they are concentrated in a 
particular region and are engaged in producing certain standar¬ 
dised product and none of them is either very large or pow¬ 
erful. 

Types of Industrial Combination : Industrial Combina¬ 
tions may range from very loose agreements, entered into by 
some firms, say, for fixing the price of the product, or, regulat¬ 
ing the volume of output, at one end, to outright amalgamation 
of individual firms, at the other. Control over the price, the 
volume of output, and the methods of production, etc., becomes 
more and more thorough at each stage. 

To avoid competition among themselves, and to secure 
certain specific advantages for them, individual firms may enter 
into informal agreement^ among themselves to fix the price of 
the product they produce, or to divide the market among them¬ 
selves, *.e., by the ‘territory pool” device. These are some very 
loose type of agreements and can hardly be said to be industrial 
combinations, since, there is no official organisation »ntnietA^ 
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with the task of carrying on policy. Such agreements, again, 
are necessarily short-lived, since, each firm remains independent 
and retains complete authority over its internal organisation, 
and may, therefore, bring dissolution at any moment, by vio¬ 
lating the terms of such aiS agreement, for some particular 
gain of its own. 

Pools : These arc, also loose associations of competing 
producers who agreed to fix a quota, or, a certain maximum 
output, for each of them. The profits are first pooled together, 
and then distributed among them, in accordance with some 
plan previously agreed upon by all of them. 

Fools, like the other agreements, are also loose associations, 
and thus, suffer from similar defects. Freedom of individual 
firms in their internal organisational affairs is a source of weak¬ 
ness of this type of agreement. 

The Cartel t The Cartel is a loose form of industrial com¬ 
bination which allows substantial independence to the indivi¬ 
dual firms joining it. These firms retain their separate indi¬ 
viduality, and enjoy freedom regarding their internal organi¬ 
sation. Only on certain particular points, e.g., regulation of 
output of each firm, or, fixing the price of the product, etc., 
they come to an agreement. 

Thus, the Cartel fixes the quota, or the output of each 
individual firm, and also the price of the product, leaving the 
management of the firms entirely in their own hands. The 
business of selling, however, is entirely managed by the Cartel, 
which acts as a ^selling agency.’ That is, the orders are re¬ 
ceived by it, it fixes the price and effects the sales. The pro-, 
fits are distributed among the firms in proportion to their out- 
put.i 

1 Often, particular areas are allotted to individiial firms >.e., the market 
is divided among the members. And there does not exist any common sell¬ 
ing agenpy, or bureau, to receive orders and effect sales, since the divinon 
of zones prevents competition among the firms. This is, of course, a looser 
form ef combination. 
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The Cartel Js a typically German form of industrial com* 
bination, although, now they are found every where, and there 
are some Cartels even international in their scope, e.g., the 
Syndicate controlling the copper production of the world. In 
India, the Indian Sugar Syndicate and the Cement Marketing 
Board of India, are good examples of Cartel. 

As a form of industrial combination, a Cartel is more com* 
prehensive, in the sense, that all the firms in the industry come 
to an agreement, may be on certain points, e.g., fixing the 
quota, or, the price, etc. and is less expensive to form since 
no rival firms need be bought. On the other hand, it is un¬ 
likely, that in forming a Trust, all the firms in the industry 
will agree to amalgamate. But the Cartel is a more unstable 
form of combination, because the firms retain their separate 
existence and also independence in their internal organ!* 
sation and, may therefore, violate the terms of the agreement 
and thus lead to the dissolution of the Cartel. A Cartel, again, 
is essentially a marketing organisation, and, therefore, like a 
.Trust, cannot secure the economies of the large-scale produc¬ 
tion. 

The Trust t When the leading firms in any industry sink 
their individual identities, and combine together, or, when a 
single firm absorbs all the other firms in, the industry, the firm 
emerging as a result of such amalgamation, is known as a 
‘Trust*. 

Originally, by trust was meant an amalgamation of firms 
in an industry, who transferred their shares to a Board of 
Trustees, invested with the power and the responsibility of 
controlling the whole organisation. Certificates, known as 
Trust Certificates, were given to these comironent firms. The 
Trust, or the industrlkl combination in this form, was declared 
illegal in U.SA. But* now, however, any big combination, 

formed by an amalgamation of firms sinking their individual 
identities is known as a Trust. 

There are certain advantages of this form of industrial 
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combination. Firstly, it is not a loose form of combination 
like the others since the individual firms do not retain their 
separate identities, and, therefore, is more stable than those. 
It formulates pdicies, organises both production and marketing, 
and thus secures all the aci^antages and economies of large 
scale production. 

There are, however, certain disadvantages also. For in¬ 
stance, a very large sum of money may have to be spent to 
secure the amalgamation of rival firms. The merger of these 
rival firms often prove too costly. Again, the amalgamation 
of the firms may make the organisation so large in size that it 
becomes unwieldy and uneconomic. 

Different Methods or Directions of the Growth t Types 
of Integration : There arc four different processes of inte¬ 
gration. A firm, therefore, may grow in either of the four 
different ways, according as it chooses any of the four types 
of integration, viz : Horizontal, Vertical, Lateral and Territo¬ 
rial integration.^ 

Horizontal Integration : The growth of a firm is hori¬ 
zontal, when it combines with other firms producing or selling 
similar products. Horizontal integration, thus, is a merger 
of firms producing or selling similar products into a larger busi¬ 
ness establishment under the control of a single management. 
Again, it may take the form of an extension of plant, without 
a change of the product or the process. An iron-smelting 
company, for instance, may combine with other such com' 
panics ; or, may build a larger number of blast furnaces. The 
Associated Cement Companies of India Ltd. is an example of 
horizontal combination in India. 

Horizontal integration is the usual method of growth of- 
the size of a firm. The motives which l|ad to such combina¬ 
tion are : to secure the economies of large scale production, that 
is, the economies of the scale and to eliminate the competition 
of rival firms, and, thus to ensure monopoly profit. 

> It should, however, be noted that the growth is rarely one dimensional. 
BaUier, it takes place along several of these routes simultaneously. 
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Vertical Integration : Vertical integration means a union 
of a number of firms in an industry, engaged in the production 
of a thing at different stages, under one management. The idea 
behind such integration, thus, is to unite the successive stages 
in the production of a thing, from the start to finish, under one 
management. In India Messrs. Tata Iron and Stec] Company 
which own deposits of iron ores, coal mines, blast furnaces, 
steel works, etc., and manufacture pig fron and steel serve as 
an example of vertical integration. . 

Regular supply of raw materials, the economies of large 
scale production, and of unified control and management of the 
successive stages of production are the powerful motives which 
lead to this type of integration. 

Lateral Integration ; A firm may decide to manufacture 
new products, that is, products of different variety and of new 
styles and may open new departments or may start a branch 
factory for turning out these additional products. More often, 
however, a subsidiary company is formed for manufacturing 
these products. That is, the firm grows laterally by extending 
the list of the products it manufactures. Lateral integration, 
thus means manufacturing additional products or styles of pro¬ 
ducts. When, for instance, steamships, refreshment rooms, etc., 
are run by a railway, we get an example of lateral extension. 

Territorial. Integration : A firm may grow by territorial 
integration, that is, by opening its branches over a wide area 
or by uniting with the firms in other parts of the country. But 
instead of having a number of local firms in different places, 
concentration in one place is, however, now considered more 
advantageous in view of the abundant facilities which can be 
secured and also because of the considerable reduction in trans¬ 
port costs in these da^s. But for the firms engaged in trans¬ 
port or distribution, territorial integration is surely a more 
convenient and easier method of growth. 

Rationalisation of Industry t Rationalisation briefly 
means a scientific scheme of cost-reduction and rational organi¬ 
sation of an entire industry. The idea of rationalisation.—a 
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process of cost reduction by elimination of all wastes, and in¬ 
troduction of modem and scientific methods of production, or, 
in other words, the idea of overhauling the industry with a 
view to ensure proper adjustment of production to consump¬ 
tion, and to reduce the co#t in every possible way, was popu¬ 
larised during the inter-war period, when the rising cost, severe 
infiation, in short, the economic chaos, resulting from the war, 
made the people feel, as never before, the need of scientific re¬ 
organisation of the industry. 

The scientific scheme of cost reduction^ or, rationalisation, 
is the “method of technique and organisation designed to secure 
the minimum of waste, in effort and material; added to that, 
the scientific organisation of labour; the standardisation of 
materials and products, and the simplification of processes and 
physical improvements in the system of transport and market¬ 
ing.”— (Sir Arthur Balfour). The fundamental idea, thus, is 
to make the industry most efficient by eliminating all wastes 
and securing proper adjustment of production to consump¬ 
tion. To achieve this object not only the methods of produc¬ 
tion should be most scientific but also, if necessary, the weaker 
and inefiicient firms in the industry, e.e., those which are con¬ 
sidered as uneconomic, should be closed down and others should 
be amalgamated. Provision should be made for necessary 
capital and the units should be properly equipped as regards 
plants, machinery, materials and methods. Scientific manage¬ 
ment of labour and efficient marketing, are also essential for 
successful rationalisation. Thus, the transformation of the 
industry, as rationalisation denotes, is based on reason through¬ 
out with a view to ensure continuous production, spe¬ 
cialization, replanning of plants and equipments. It also in¬ 
cludes replanning of the labour methods ^on the basis of obser¬ 
vations and estimates having rational and strictly scientific 
basis.^ 


^ Rationalisation, however, is not the same thing as scientific management. 
Scientific management does not necessarily lead to an amalgamation of firms 
nor implies consrious planning as rationalisation does, with a view to ensur- 
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The five essential features of rationalisation of an industry, 
as has been observed by Prof. Stanley Jevons, are : 

1. Amalgamation or unified control of companies and 
elimination of weak concerns, so as to secure control of the 
market, and thus facilitate on the basis of monopoly profits the 
raising of the large amount of new capital necessary; 

£. Specialisation of plants and their re-equipment so as to 
reap the maximum economies of large scale production, both 
in respect of machinery and of organisation ; and the building 
of large new plants for products in the manufacture of which 
the utmost economy can be reached only in this way; 

3. The planning of each plant for continuous production 
with specialised machines and tools ; 

4. Specialised management, largely functional, including 
careful buying, grading, and mixing of raw materials; 

5. Perfection of manual operations on the basis of time 
and motion studies, with necessary instruction. 

All these are ways of reducing either prime or supplemen¬ 
tary cost; their relative importance varies according to the 
product and prevailing conditions.^ 

Advantages of Rationalisation of Industry : Rationali¬ 
sation secures considerable advantages for the industry as a 
whole. In the first place, it is easier to raise large amount of 
capital for large industrial organisations than for small ones. 
Rationalised industry has, therefore, the advantage of raising 
large capital necessary to finance it. Secondly, provision for 
best and eflicient management and research, which means con¬ 
ing effident production and eliminalion of wastes having in view the indus¬ 
trial economy of the naflon. It is mote a matter of technical organisation of 
a linn to eliminate waste and thus to reduce cost and increase profit. By 
rationalisation is meant, as observes Meade, “action taken by the state or 
by the majority of producers in a particular industry to bring that industry 
un(kr a single control.” 

2 Prof. SHanley Jevons—The Second Industrial Revolution—^Economic 
Journal, March 1931. 
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siderable expenditure, can also be made because of the avail¬ 
ability of sufficient capital. This leads not only to an increase 
in the efficiency of production but also secures the numerous 
advantages of large-scale producliou i.e., the economies of the 
scale economy resulting from the use of by-products, ad¬ 
vantages of division of labour, etc.). Finally, the reduced cost 
benefits the society as a whole for, it means cheaper price of 
the commodity. • 

Disadvantages or Difficulties of Rationalisation : There 
are, however, certain difficulties of rationalisation of industry. 
Introduction of efficient plants and machinery will, it is pointed 
out, necessarily throw a large number of men out of employ¬ 
ment. 

It should, however, be remembered that it is only at the 
initial stages that unemployment is likely. For, rationalisation, 
by introduction of scientific methods of cost reduction, increases 
the profits of the industries which may again be invested in 
business and thus lead to more employment. Similarly, the 
cheaper price of commodities will necessarily leave some sur¬ 
plus in the hands of buyers, which may lead to an increase in 
their propensity to consume and thus give fillip to production 
indirectly. Hence, in the long run rationalisation is not detri¬ 
mental to the interest of the labourers. 

Secondly, integration of industry may ultimately lead to 
monopolistic combination and unfair prices may be charged, 
which, it is not possible for the individual firms to do in a 
competitive market. 

Thirdly, rationalisation requires high grade ability in busi¬ 
ness management. The success of rationalisation depends on 
the leadership of the Captains of the industry; which may not 
be always forthcoming. The risk of non-availability of able 
businessmen continuously is no small one and mere amalga¬ 
mation of business units without efficient business management 
neither can be said to be true rationalisation, nor, has the ad¬ 
vantages claimed for it. 



BOOK IV 

CHAPTER 12 

THEORY OF VALUE s SOM^ NECESSARY CONCEPTS 

Exchange; Its importance s Value, wc know, is a rela* 
tion in exchange or, a ratio between fhe things which are ex-' 
changed. The value of a thing simply indicates how much of 
other things may be given for it. 

Now a days, however, exchanges do not take the form of 
direct barter, that is, goods are not bartered simply for goods. 
Instead, we convert goods into money first, and then buy the 
goods we require, t.e., again convert the money into other goods 
we want. Such conversions of goods into money and money 
into goods necessarily imply certain prices at which the gooda 
are converted. These prices are thus values expressed in terras 
of money, that is. the medium of exchange. 

Direct barter is possible in the early stages of development 
of a community, when each family produces almost every thing 
it requires for consumption and, therefore, exchange, as wc 
understand it now, is not so important in such primitive com¬ 
munities ; nor is money indispensable as a medium. When, 
however, a community is developed and there is division of 
labour, or specialisation, that is, when men do not work for 
producing the goods that they are in need themselves, but are 
engaged only in producing those goods for which they are most 
suited, the function of exchange becomes important. ]^fen or 
even nations now-a-days need not produce the things they want, 
for it is to their advantage to produce only those things for 
which they are best* fitted. Things they want can be had in 
exchange of the things they produce. Exchange, thus facilitates- 
best use of productive capacities, both of the individuals as well 
as of the nations, and makes for progress. 

In principle, however, there is no difference between money 
exchange and barter exchange. The purpose of the Theory of 
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Price is to explain how the exchange-value is determined in 
terms of the accepted medium of exchange, that is, money. “Eco¬ 
nomics” it has been observed, “does not limit itself only to 
money-problems but studies exchange-problems of all kinds.”^ 

Market s Exchange naturally presupposes the existence 
of a market. But what is a market in economics ? Market, 
in economics, does not ^efer to a particular place in a town or 
a village, as we ordinarily understand by the term, where goods 
are bought and sold. By market in economics is meant the 
“net work of dealings in any factor or product between buyers 
and sellers.” It refers to a number of buyers and sellers of a 
commodity or commodities, brought into direct competition 
with one another for the purpose of exchange. What, therefore, 
constitute a market in economics, are a group of buyers and 
sellers and the existence of effective competition among them. 
The buyers and the sellers should, however, be in such free inter¬ 
course with one another that the prices of the commodities 
bought and sold should tend to equality. In other words, a 
single competitive price is an essential feature of a market in 
economic sense. 

The productive activity, then necessarily depends on the 
requirement of the market round which the whole economic 
system ceaselessly revolves. 

Classification of Markets: Markets may be classified ac¬ 
cording to space, the area of the market being determined by 
the area of competition, i,e., it may be local, national or inter¬ 
national, according as the competition is confined within a loca¬ 
lity, within a nation, or, is world wide. Or, again, markets 
may be classified according to the length of time which is taken 
into account, that is, it may be, as Ma^hall has suggested, 
short period, moderately long period, and very long period. 

If the length of the period taken into account is short, 
the.supply of a commodity at hand is fixed; the forces of 


'4. Cmnicio8»-^Introduction to Economics, page S. 
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demand will, in this case, determine the price; if the period 
is longer, the supply will be influenced by the cost of produce 
ing the commodity in question; thirdly, if the period is very 
long, the cost, (that is, the cost of producing the commodity) 
will be influenced by the cost of producing the labour and 
other material things required for producing the commodity. 

Perfect and Imperfect Market : *A market is said to be 
pcrfeetly competitive, when in the first place, there are a large 
number of buyers and sellers of a commodity none of whom 
can influence the price by his independent action ; secondly, 
when there is but one ruling price of the commodity and the 
units are identical with one another and finally, the buyers, 
keen on buying at the lowest price, are aware of the prices 
charged by the different sellers. 

That is, if a higher price is charged by any seller none 
will buy from him. Naturally, therefore, he has to charge 
the same price as is charged by others in the market. Of 
course, in case of a large area, allowance must'be given for 
transport charges, or expenses of delivering the goods to the 
buyers in different parts, according to the distance and the 
cost of delivery. 

The market is said to be imperfect, when the number of 
sellers is not large and each is in a position to charge different 
prices from different buyers, or, the buyers are ignorant of 
the different prices charged by different sellers, or, again, when 
the units of the commodity are not believed to be similar in 
quality. 

Conditions Determining the Area of the Market ; The 
extent, or the area of^a market, depends on various conditions. 
These are, firstly, the nature of the commodity in question. 
For instance, the market will be wide, if the commodity is 
durable, while it wifi be narrow, if the nature of the com¬ 
modity is perishable, e.g., milk or vegetables. Secondly, com¬ 
modities which are portable, and can be suitabl^^ graded and 
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sampled, have a wider market than those which are neither 
portable, nor can be properly graded or sampled. Thirdly, 
without a considerable demand, it is not possible for a com¬ 
modity to have a wide market. A wide demand and easy 
means of communication bellween the buyers and the sellers 
arc essential conditions for having a wide market for a com¬ 
modity. ^ 

Commodities, like gold and silver, therefore, we find, have 
a world-wide market because they are cognisable, portable, 
durable and widely demanded, whereas, the markets for milk, 
fish, etc., are local, since these things are neither durable, nor 
portable nor it is easy to have proper sampling and grading 
of these commodities. 

Laws of Return : We have already discussed the Law 
of Diminishing Return. It is now necessary to discuss the 
other two laws of production, viz., the Law of Increasing Re¬ 
turn or Decreasing Cost, and the Law of Constant Return 
or Constant Cost. 

The Law of Increasing Return : The Law of Increas¬ 
ing Return operates in an industry when an increase in the 
application of one factor raises the total output of the industry 
more than proportionately, that is, au increase, of say, 5 per 
cent in the application of one factor raising the total output 
by more than 5 per cent. 

It may be asked, how is it possible ? It is possible be- 
cau^, firstly, the factors of production often consist of indivi¬ 
sible units. Take an illustration ; suppose, for example, that 
a plant is set up to produce electricity to be consumed by a 
growing community. Now, when it is set up, the community 
•consumes, for instance, only 500 units, whereas, the plant has 
a capacity to produce 2000 units. When, therefore, more 
electricity will be consumed, as the community wifi grow in 
number, the cost per unit of producing electricity will dimmish. 
In other words, there will accrue certain economies of the 
scale, i.e., economies of large scale production. The average 
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cost of all the units produced will, therefore, be falling (as> 
suming, however, that meanwhile other factors necessary can 
be increased at constant costs) until the plant,—an indivisible 
unit—^is used to its capacity, that is, until it produces ^,000 
units of electricity. 

Secondly, production on a large scale means scope for 
increased specialisation of the unitsi of each of the factors 
employed, which, when the production is on a small scale, is 
not possible. Such specialisation of each unit of the factors 
will increase its efficiency, and thus, reduce the cost, or, in 
other words, result in an increase in the returns. 

Marshall observes, “in those industries which are not 
engaged in raising raw produce an increase of capital and 
labour generally gives a return increased more than in pro- 
portion; and further this improved organisation tends to 
diminish or even override any increased resistance which 
Nature may offer to raising increased amounts of raw pro¬ 
duce.” The Law of Increasing Return, in the words of Mar¬ 
shall, states that, “an increase of capital and labour leads gene¬ 
rally to an improved organisation, which increases the effi¬ 
ciency of the work of capital and labour.” 

Increasing return thus, is possible, because, with an in¬ 
crease of the scale of production, the cost is reduced, and it is 
possible for the industry to enjoy the benefits of certain ex¬ 
ternal economies, as we have seen. 

The Law of Constant Return : The law of constant re¬ 
turn operates in an industry, when, an increase in the appli¬ 
cation of one factor by a certain percentage raises the total 
output of the industry by the same percentage, that is, 5 per 
cent increase in the* application of a factor raises the total 
yield by exactly 5 per cent. The law of constant cost thus 
simply states that the yidd increases exactly proportionately 
to the increase in the application of one or more factors of 
production. 
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The law, it may be said, holds good only if we assume 
the absence of indivisible units of the factors of production 
and also perfectly elastic supply of them ; but neither of these 
is practical assumption. It is, however, possible, as has been 
observed by Marshall, that •in any industry, the actions of 
the law of decreasing return and increasing return may just 
neutralise one another, which means production under the 
conditions of constant return. “If the actions,” observes 
Marshall, “of the Laws of Increasing and Diminishing Return 
are balanced, we have the Law of Constant Return and an 
increased produce is obtained by labour and sacrifice in¬ 
creased just in proportion.” * 

It is thus clear that, if there were no economies of large 
scale production, there would not be anything like the law 
of increasing return. And also, both the laws i.e., the Law 
of Increasing Return and the Law of Diminishing Return ope¬ 
rate simultaneously in each industry. For, each industry “has 
its bottlenecks—^points at which the scarcity of some factor 
or factors presses heavily—and each industry has its economies 
of scale. In some industries economies of scale predominate 
and in others they are comparatively insignificant. In the 
first group costs will be falling, and in the second they will be 
rising, as output increases. But the laws of decreasing and 
increasing returns operate simultaneously in each; it is only 
on balance that we can draw a line of division between them.” ® 


1 Marshall—Econoiiucs of Industry, p. ISO. 

^A. Cairnctoss—InUoduotion to Economics, p. 105. 



CHAPTER 13 

SUPPLY, DEMAND AND PRICE 

What is meant by Supply ipi Economics ? The word 
supply is used in more senses than one. We use it, for ins¬ 
tance, to mean the usual or normal output of anything per 
unit of time, or again, it may be used |o mean the total stock 
of anything, at any given time. The term may be used in 
yet another sense, uis., the amount of anything offered for 
sale, at a price, at any given time. It is in this sense that we 
use the term in economics. 

Law of Supply : Supply, in economics, thus means sup¬ 
ply at a price. There is, thus, a relationship between the 
price and the amount of a thing which the sellers would offer 
for sale. More, for instance, will be offered for sale when the 
price is high, and less will be offered for sale, when the price 
is low. 

The Law of Supply, therefore, states that the supply in- 
crc'ases when the price rises and decreases when the price falls. 
The supply curve, therefore, as a rule slopes upward to the 
right as is shown in the following hgiire. 

In figure 17, the am¬ 
ount offered for sale is 
measured along the ho¬ 
rizontal axis OX, and 
along the vertical axis, 

OY is measured the 
price. 

It is noticed from the 
supply curve, SS^ that 
when the price risfis 
from PP^ to QQ^, the 
amount supplied in¬ 
creases frotn OP to OQ 
and, when the price rises 
still, that is, becomes RR^, the amount supplied increases still 
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more, viz., it becomes OR. (The supply curve thus slopes up¬ 
ward to the right). 

The supply curve SS^ 
will shift to new positions 
of SS® and SS® according 
as there is an increase or 
a decrease in the total 
supply of any commodity. 

Supply Schedule t 
Just as we can draw a 
demand schedule to indi¬ 
cate the different am¬ 
ounts of a commodity 
which the buyers would buy at different prices, so also we can 
draw a schedule showing the different amounts of a commodity 
which the sellers would offer for sale at different prices. This 
is the supply schedule. 

EquUibrium of Demand and Supply : The Law of 
Demand states that when the price of anything falls, the de¬ 
mand for it rises, and, when the price of it rises, the demand 
falls. This can be illustrated by drawing a demand schedule. 

The Law^ of Supply states, that w^hen the price of any¬ 
thing rises, the supply increases, and w-hen the price falls the 
supply shrinks. This also can be illustrated by drawing a 
supply schedule. 

In the following table we have combined both the demand 
schedule (on the left column) and the supply schedule (right 
column). In the centre are mentioned the prices of, say, 
fountain pens:— 

It demanded Price of a pen Amount offered 


1,500 

5/- 


for sale. 
500 

1,200 

8A 


700 

1,000 

10/- 


1,000 

900 

12/- 


1,200 

700 

15/- 

4 

1,500 



Fig. 18 
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It is seen from the above table that as the price of the 
fountain pen rises, the demand falls; and the supply increases. 
When, however, the price of the pen is Rs. 10/- each, the 
buyers are willing to buy 1,000 pens, and the sellers also are 
willing to sell the same amount, that is, 1,000. 1,000 is thus, 
the equilibrium amount and Rs. 10/-, the equilibrium price. 
That is, if the price is higher than Rs. 10/-, more will be offered 
for sale than the buyers are willing to buy and, if the price is 
lower than Rs. 10/-, less will be offered for sale than the buyers 
are willing to buy. 

The position can be illustrated with the help of a graph 
in the following way. 



In figure 19, the vertical axis OY measures the price and 
the horizontal axis OX measures the amount. DD^ the de¬ 
mand curve, represent* the different amounts which will be 
purchased at different prices and SS^» the supply curve, re- 
represenU the different amounts which will be offered for sale 
at different prices. These curves, that is, the demand and the 
supply curve intersect at Q. The price QP, therefore, is the 
equiUbrium price and the amount OP is the equilibrium 
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amount. That is, at this price (QP) the buyers are willing to 
buy the amount which the sellers are willing to sell. 

If, however, the demand increases while the supply does 
not, and the new positfon of the demand curve is DD*, 
then, the equilibrium price will be Q'P^. Similarly, if the sup¬ 
ply also increases, and^the new position of the supply curve is 
SS^ then the equilibrium price will be Q-F*. 

Elasticity of Supply : We have already discussed the 
concept of elasticity of demand. Now we shall discuss the 
concept of elasticity of supply. 

The supply of a commodity is inelastic or elastic according 
as a change in its price, causes a less than proportionate or more 
than proportionate change in its supply. The elasticity of 
supply of a commodity thus measures the ease with which 
the producers can meet a rise or a fall in its price by increas¬ 
ing or decreasing its supplies. In other words, it Is the rate 
at which the quantity offered for sale changes as the price 
changes. The elasticity of supply can be measured by divid¬ 
ing the percentage increase in the amount supplied by the per¬ 
centage increase in the price. 

Conditions which Govern the Elasticity of Supply : 
Elasticity of supply depends on various conditions. It depends, 
firstly, on the nature of the commodity. For instance, in case 
of articles which are extremely perishable and, therefore, must 
be disposed of quickly, the supply is inelastic over a short 
period. Secondly, it much depends on the cost of producing 
additional units. That is, if the cost of producing additional 
output of a commodity is very high, its supply will be inelastic. 
Thirdly, the elasticity of supply also dipends on the range of 
alternatives open to any producer. When, for instance, a pro* 
ducer sells his commodity in more than one market, a fall in 
the price of the commodity in any market will prompt him 
to sell it in other markets, that is, the supply of his commodity 
is clastic i^ that market. Similarly, the supply is likely to be 
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•elastic, if the alternative of closing down his works, and thus to 
cease producing altogether, is not very difficult for him i.e., 
does not involve him in considerable loss. Lastly, the supply 
will be elastic, if the commodity is produced under conditions 
of increasing returns, if, however, tfie price is not falling. 



CHAPTER 14 


THE NATURE OF COSTS 

Meaning of Cost of Production : To understand the 
theory of value, it is necessary to understand what is meant 
by cost of production of a commodity in economics. No factor 
of production can be commandeered by an entreprenuer, un¬ 
less, he is prepared to pay for its services. Not only has he to 
spend money on the purchase of raw materials, and on various 
other accounts, known as trade expenses, e.g., advertisements, 
etc., but he has to incur expenditure on several other headings 
also. He has, for instance, to pay rent for the land on which 
he erects his factory ; interest on the capital he might have 
borrowed ; wages to the labourers he employs, etc. All these 
expenses, are known in economics, as the money costs of pro¬ 
ducing anything. Money costs also include, it should be noted, 
the allowances which are to be made for the wear and tear, 
that is, for the depreciation of machines, etc., and the normal 
earnings of management.^ 

Real Cost and Opportunity Coat t The concept of cost 
has been understood in dilleient ways. The classical econo¬ 
mists, for instance, understood by costs, the sacrifices and exer¬ 
tions which the labourers undergo while engaged in the work of 
production, or, the sacrifices in the shape of 'abstinence* or 
‘waiting*, which the capitalists make while they save. Pay¬ 
ments made to these factors, namely, labour and capital, for 

^ Factor Cost s ‘*In a given state of technique, resources and costs, the 
employment of a given volume of labour by an entrepreneur involves him in 
two kinds of expense: first of all, the amounts which he pays out to the 
factors of production (exclusive of other entrepreneurs) for their current ser> 
vices, which we shall call the factor cost of the employment in question •, and 
secondly, the amounts w'hidi he pays out to other entrepreneurs for what he 
has to purchase from them together with the sacrifice which he incurs by 
employing the equipment instead of leaving it idle, which we shall call the 
vser cost of the employment in question.”—(Ki^es—General Theory, Ch. 'S, 
P. *8). a 
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obtaining their services, that is, the wages Hind the interests, 
or, in other words, the money costs, thus according to them 
represent the cost of these sacrifices in terms of money or mea¬ 
sure the real costs.' ^ 

The concept of real cost, however, presents some difficul¬ 
ties. It is undeniable that, there is irksomeness in labour, 
which has to be paid for if the labourer has to be engaged; 
that, savings imply 'abstinence or waiting,’ a sacrifice on the 
part of the capitalist which, again, has to be remunerated. 
But the classical economists have not provided any common 
measuring unit in terms of which the different types of real 
costs can be measured and expressed. Hence, any objective 
or precise measurement of real cost is well-nigh impossible, 
since, the concept relates to the sacrifice or exertions of the 
factors which are extremely heterogeneous.® 

Opportunity Cost : Productive resources can be com¬ 
mandeered for various purposes. The factors of production, 
that is to say, can be used in order to produce different com¬ 
modities. This, in other words, means that while a factor is 
engaged in producing one commodity, it cannot be used for the 
production of any other commodity. If, therefore, the cost 
of any factor, engaged in producing a particular commodity is 
not covered, that factor, obviously will move to some other in¬ 
dustry, and the cost of this factor in its present use, is the 
value of what it could produce in that industry. Cost, there¬ 
fore, measures the “puli’ of competing alternatives and should 
always be considered in terms of alternatives. 

The concept of opportunity cost thus simply states that, 
the cost of producing any commodity is fundamentally what 

' Since land is a free of nature and rent does not enter into price they 
did not consider it necessary to reduce land-cost into real terms. 

^ It is, however, possible that sometimes the owner of the firm supplies 
some factors used in the process of production. He, for instance, may own 
the land on which the factory is built, or, ^ may invest his own capi¬ 
tal. In these cases, the total cost of production should, therefore, include 
'the imputed value of these producUve resources, or factors, which are tised 
but not actually pud for. 
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we have to pay detaining the productive resources, in order 
to make their services available to the industry producing the 
commodity, instead of allowing them to move to some other 
industry. 

While there are sevei»i niivniittivi; nsra> lu winun tuc jm*- 
ductivc resources can be put, the supply of these resources, how¬ 
ever, is limited. Factors, therefore, when detained for pro¬ 
ducing any commodity, must paid at least that amount 
which they could earn in alternative occupations or uses. The 
cost of producing anything is, thus, the cost of ‘displaced alter¬ 
natives'. The wage a labourer should be paid, the interest to 
be paid on capital, the earnings of the entrepreneur, the rent 
to be paid f6r the particular piece of land, will, thus, according 
to the concept of opportunity cost, depend on what the labourer 
couM get in alternative employment, the capital could earn in 
other alternative uses, the entrepreneur could earn elsewhere 
as a salaried manager, and the land could earn in any other 
alternative use. The cost of detaining the productive resour¬ 
ces in any particular industry is thus equal to the value of the 
these resources for other purposes, plus the cost of transferring 
these resources from their present employment to the alter¬ 
native employment which is most attractive. The cost thus 
measures what we could produce instead. Or, in other words, 
what we forego by using the productive resources for one pur¬ 
pose rather than for another. 

The concept of opportunity cost, however, overlooks that 
factors may have special preference for any particular employ¬ 
ment, and when there is such preference, the cost of trans¬ 
ferring it to any other alternative employment necessarily will’ 
exceed its transfer price. Take, for ins|:ance, the case of a 
factor that can be used for producing only one product. As 
there are no alternative uses of such a ‘specific* factor,—how can 
we determine its opportunity cost ? Payments which have to be 
made for the use of such specific factors whose opportunity 
cost may be nU will, therefore, be of the nature of rents. 
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Fixed or Overhead Costs : By fixed or overhead costs 
are meant those costs which do not vary with the output, but 
which a firm has to incur, even if the production is nil for the 
time being. Such fixed costs which the firm has to incur, for 
instance, are the costs of maintaining the plants, machines, 
buildings, maintenance staff, etc. 

Variable Costs : Some of the ^osts which are incurred 
by a firm while engaged in production, vary with the output, 
that is, more or less need be spent as the volume of the output 
is large or small. These costs are known as variable costs. 
Such variable costs which a firm has to incur are, for instance, 
its outlay on the purchase of raw materials, or payments it 
makes to the labourers etc. 

Fixed and variable costs are also known as supidcmentary 
and prime costs respectively. Ultimately, or, in the long run, 
both the fixed costs and the variable costs must be covered by a 
firm, or else, it will go out of business. In the short run, if any 
output has to be produced, the prime costs must, however, be 
covered. These include all the variable costs, plus some of 
the fixed costs, as for example, the salaries of the office staff, etc. 

Average Cost : The total cost of a firm of producing a 
certain output, is the sum of the total fixed and the total va¬ 
riable costs. We, therefore, can find out the average total cost 
by dividing the total cost by the output produced. Similarly, 
by dividing the total fixed cost by the output, we can obtoin 
the average fixed cost ; and by dividing the total variable cost 
by the output, we can obtain the average variable cost. 

To take an illustration. The total cost of producing 500 
pens, let us suppose is Rs. 3,000. Of this sum, the fixed cost 
of the firm producing these pens, say, is Rs. 1,000 and the rest, 
that is, Rs. 2,000 is the variable cost. The average total cost, 
the average fixed cost, and the average variable cost per pen, 
thus should be, Rs. 6 (i.e., Rs. 8,000/500) ; Rs. 2 (i.e., Rs. 1,000/ 
500) ; and Rs. 4 Rs. 2,000/500) respectively. 
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Marginal Cost : The total cost of producing anything 
changes while the number of units produced changes. The 
marginal cost of prt>duciiig a thing is the increase in the total 
cost consequent on an increase of output by one unit. It simply 
measures the change in the total cost while one more unit is 
produced. If, for example, the total cost of producing, say, 
10 suitcases is, Rs. 80 a^d, that of producing 11 suitcases is, 
Rs. 85, then, the marginal cost of the 11th suitcase, the addi¬ 
tional unit, is Rs. 5, that is, the increase in the total cost conse¬ 
quent on an increase in production by one more suitcase, 
consequent on the production of the 11th suitcase, the addi¬ 
tional unit). 

Increased output will lead to a fall in the average cost, but 
it will be so, that is, the average cost will fall so long as the 
marginal cost is less than the average total cost, but will rise 
with the increasing output, when the marginal cost becomes 
more than it i.e., the average total cost. In other words, the 
average total cost will rise or fall, according as the marginal cost 
is higher or lower than it. The average total cost is thus 
lowest, when the marginal cost and the average cost are equal. 

Selling Costs : Selling costs are those expenditures which 
are incurred by a producer or a seller to induce buyers to buy 
one commodity, rather than another, or, to buy from one seller 
rather than from another. In other words, the expenditures 
incurred with the object of creating, or increasing the demand 
for the products of a firm, are, its selling costs. These expendi¬ 
tures modify the preferences of the buyers in favour of the 
products produced by the firm and thus ensure larger sales. 

Expenditures on advertisement, on improvements in qua¬ 
lity, or on special services, etc., are the seUing costs which are 
incurred by a firm to increase its sales. 

It is, however, hardly possible to know accurately what 
volume of sales will result from spending a definite sum on 
advertisements, etc., just as it is impossible to calculate, how 
far sales have been increased due to anv narticular emenditnre 
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on advertisement in the past. It is thus a peculiarity of the- 
selling costs that there does not exist any proportion, so to say, 
between the advertising costs and the volume of sales. Besides,, 
not infrequently, a firm’s spending a particular sum on adver« 
tisement, etc., i.e., its selling cf>sts, arc largely influenced by 
the behaviour of its competitors. 

Now, how far a firm will push itg sales costs ? When com¬ 
petition is pure, there is no selling cost and, therefore, we omit¬ 
ted any discussion of the complications arising from the in¬ 
clusion of the selling costs in the cost of production of a firm.^ 
But, when the competition is imperfect, the total costs of pro¬ 
duction of a firm include both the production costs and the 
selling costs, that is, the expenditures on sales promotion. A 
firm, therefore, will push its sales costs upto the margin at 
which the last rupee spent on advertisement, etc., just repays 
itself by yielding a net increase of Re. 1 in revenue—a net in¬ 
crease, that is, after deducting the cost of production of the ex¬ 
tra units of goods which are sold. 

Just as the marginal cost of production tends to equal the- 
revenue from the last unit produced, so the marginal sales cost 
will also tend to be equal to the revenue from the last unit of 
sales outlay/ 

The existence of the selling costs thus necessitates modi¬ 
fication of the marginal theory we have learnt. These costs 
ensure larger sales, that is, a firm now (because of these out¬ 
lays) sells more than it would otherwise be able to sell, (that is,, 
without incurring these costs), at whatever price it chooses to 
fix. This means that the demand curve will now shift upward 
and to the right. Similarly, the addition of the sales costs to 
production costs will also alter the shape of the supply curve. 

iNo finii, however, ^ould incur these costs if all buyers knew exactly 
what they wanted and, therefore, could not be persuaded to dbange thdr 
preferences for different comnKxfities. 

i^But there is one peculiarity which we have observed viz. whereas it 
is possible to estimate the revenue obtfuned from the production of the last, 
unit, it is impossible to calculate the revenue from the last unit of sales outlay.. 
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The earlier theory of value under perfect competition ignored 
this element of selling costs. But competition these days is 
never perfect and these sales costs do influence the value of 
commodities. An adequate theory of value, therefore, has to 
reckon this element which corRiderably influences value. 



CHAPTER 15 


PRICING, WHEN THERE IS.PERFECT COMPETITION 

The Meaning of Perfect and Pure Competition : Per¬ 
fect competition in any commodity, ihat is, competition *purg- 
ed* of every element of monopoly is, of course, rare and, is said 
to exist when the following conditions are fulfilled, viz., firstly, 
the market in that commodity should necessarily be perfect. 
This, in other words, implies that both the buyers and the 
sellers should have full knowledge of the prices in different parts 
of the market; the former should have no preference as bet¬ 
ween different units of the commodity offered for sales; and 
the latter should be indifferent as to whom they sell. There 
should be, in the second place, complete freedom of movement 
of the commodity, as well as, of the buyers and the sellers, bet¬ 
ween different parts of the market. Thirdly, the products 
should be considered by the buyers as not only physically in¬ 
terchangeable, but as perfect substitutes, in every way. In 
the fourth place, no firm would be in a position to charge any 
price higher than the market price ; for, in that case, none 
would buy from it; nor, again, would any firm be able to charge 
a price lower than the market price, for, in that case, others 
also would resort to price cut. Hence, there would exist only 
one price throughout the market. 

Secondly, perfect competition in any commodity exists, 
when neither the individual buyer, nor, the individual seller, 
is in a position to influence or to alter'the market price. Nor, 
again, the buyers restrict their purchases, in order to lower the 
price, or, the seller? withhold the supply, in order to raise the 
price. 

Competition, to be perfect, therefore, the number of firms 
producing the commodity should be large, so that, acting alone 
none should be in a position to influence the price by changing 
its output, that is, to raise or lower the price, by restricting or 
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increasing its output, for, such changes will have only negli¬ 
gible effect on the total output. Similarly, the number of the. 
buyers should also be large, so that, acting alone, that is, by 
expanding or contracting one’^ purchase, none can influence 
.the price. 

Finally, the supply of the factors of production should be 
perfectly elastic. It is, however, not necessary that all the 
units of all the factors should be perfectly mobile. What is 
-expected is, that a certain part of the supply of each factor 
should be fluid enough to achieve the assumed result. In other 
words, the prices of equal factors should be equal in different 
uses. 

Pure Competition : The first requirement of a pure com¬ 
petition in any commodity is, of cour.se, that it should be with¬ 
out any element of monopoly. Secondly, the number of buyers 
and of sellers, necessarily should be very large, so that, neither 
any buyer nor any seller, acting alone, can influence the mar¬ 
ket price. Thirdly, the product should be perfectly standard¬ 
ised and the buyers also should have no ])refcrcnce for any par¬ 
ticular seller. 

Average and Marginal Revenue t Their Relationship t 

Increase in the size of a firm, we have seen, results in consider¬ 
able economies, both internal and external. Does this, then, 
mean that a firm should continue to produce larger and larger 
output, to maximise the profits ? Obviously not. For, ulti¬ 
mately the law of diminishing return is sure to operate, and a 
stage will be reached after which further expansion would in¬ 
crease the total costs more than the total revenue or the re¬ 
ceipts it obtains. The entrepreneur will find that any more 
increase in the output after this stage is reached, will affect the 
price, that is, will lower the price which he receives for all the 
units he produces. ^ The problem for the entrepreneur is, thus, 

^His marginal revenue, therefore, must hill diort of the price by an 
amount equal to the concession that has to be made to the existing buyers 
in order to exteq^ 
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how far to expand the finn ? Or, in other words, w'here to 
cease expanding the output ? The entrepreneur will continue 
to increase his output so long as the increase in his total costs is 
less than the increase in his total revenue (due to the increase 
in his output.) His object, that is to say, should be to equate 
the marginal cost and the marginal revenue. We have known 
what is marginal cost. It is now necgssary to discuss the con¬ 
cepts of marginal revenue and average revenue. 

Marginal Revenue: When additional units of a commo¬ 
dity are produced and offered for sale, each such successive 
unit, obviously results in some addition to the total revenue, 
that is, the total amount of sale proceeds of the commodity. 
The net amount which is added to the total revenue by each 
successive unit that is added to the total number offered for 
sale, is the marginal revenue. Marginal revenue thus simply 
means the net addition to the total revenue resulting from the 
sale of an additional unit of the commodity. 

Average Revenue : When we divide the total revenue 
by the number of units sold in the market we get the average 
revenue. 

To take a numerical illustration. Suppose, for example, 
that at Rs. 5 Mr. A can sell 15 umbrellas. But the price has 
to be reduced to say Rs. 4-15-0, if he wants to sell one more, 
that is, if he wants to sell 16 umbrellas. The amount received 
for the 16th umbrella is Rs. 4-15-0. In order to sell this unit, 
then, he has to accept Rs. 4-15-0, instead of Rs. 5, for each of 
the other 15 umbrellas, which means a loss of As. -/15/-. Mar¬ 
ginal revenue of the 16th unit will be Rs. 4-15-0 minus As. -/15/- 
or Rs. 4. This sum of Rs. 4 thus will be the net amount added 
to the total revenue when 16 umbrellas will be sold by Mr. A 
instead of 15. 

Stated in the following way the idea may be more clear. 

16 umbrellas @ Rs. 4-15-0 (the price) : total revenue=r: 
Rs. 79. 

15 umbrellas @ Rs. 5 (the price) : total revenue = 
Rs. 75. 
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Marginal revenue of the 16th unit, therefore, is Rs. 4. 

In other words, Rs. 4 is the difference made to the total 
revenue by the sale of 16 units instead of 15 units, and is, 
therefore, the marginal revenue of the 16th unit. 

From our discussion of the concepts of marginal revenue 
and average revenue the following points emerge: 

1. Since the marginal revenue is the amount of net change 
in the total revenue resulting from the sale of an extra unit, 
and the average revenue is the total revenue divided by the 
number of units sold, it follows that, when the average revenue 
will be declining the marginal revenue will always be smaller 
than it, t.e., the average revenue. 

2. Marginal revenue and average revenue will be the same 
as long as average revenue remains constant, i.e., does not 
change, with an increasing output. That is to say, when the 
elasticity of demand for the commodity is infinite, and the ad¬ 
ditional units can be sold at the same price, then the marginal 
revenue will be equal to the price or the average revenue. 
When, for instance, Mr. A can sell 16 or 17 umbrellas at Rs. 5 
each, his total revenue will be, Rs. 80 and 85 respectively, i.e., 
the difference to the total revenue in each case will be Rs. 5, the 
price. In other words, when the demand is perfectly elastic, the 
marginal revenue will be equal to the price. 

3. The mr will be positive or negative, according as 
the elasticity of demand for a product is greater or less Uian 
unity, Le,, according as a fall in its price results in an increase 
or a decrease in the total revenue. 

4. When, however, the elasticity of demand is equal to 
unity, whatever the change in the price, the total revenue will 
remain the same and the mr will be zere. 

Importance of the element of time In the Theory of 
Value i Time is an important factor in the determination of 
value, and the first economist, who focussed attention on the 
importance of time, in the problem of pricing or determination 
of value, was^Alfred Marshall. 



PRlCINOj WHEN THERE IS PERFEgT COMI^TITION 177 

In actual life, we know, the demand and the supply sche¬ 
dules never remain unchanged for a long time; they constantly 
change, and “every change in them gives new positions to the 
centres about which the amount and the price tend to oscil¬ 
late.” And, for whatever reason, if the demand changes, and 
consequently the scale of production moves from its equilibrium 
position, or, the ‘position of rest’, immediately forces will be 
brought into play tending to bring it, the scale of produc¬ 
tion, back to that position, in exactly the same way as, “if a 
stone hanging by a string is displaced from its equilibrium posi¬ 
tion, the force of gravity will at once tend to bring it back to 
its equilibrium position.” But in order that a rise in the price 
of a thing may exert influence on its consumption, time is ne¬ 
cessary. In the same way, time is necessary, so that consumers 
may become familiar with the substitutes, if any substitute can 
be used, just as the producers also need time to be able to pro¬ 
duce these things in suifleient quantities. Time, thus, is a factor 
which exerts its influence both on the consumers and the pro¬ 
ducers, that is, on demand and supply of any commodity. And, 
Marshall very suggestively chose to distinguish four periods of 
time, in the study of the theory of value. These arc the fol¬ 
lowing : 

1. Very short period i.e., when the supply remains fixed. 
The supply of anything, that is to say, refers to the stock on 
hand or ‘in sight!. When the period is so short, the value pre¬ 
vailing in the market is known as the market value. 

2. Short period i.e., when the period taken into conside¬ 
ration is a few months or, a year, and the supply in such a pe¬ 
riod refers to the.amount which can be produced with the 
already existing stock of plant ^personal and impersonal*, in 
the given time. 

3. Long period, i.e*, when the period taken into conside¬ 
ration is not of a few months, but of several years, and the 
supply refers to the amount which can be produced with the 
plants and machines which themselves can be remuneratively 
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produced, and applied within the given time. The supply in 
the long period, thus, refers to the output which can be pro¬ 
duced even by building new plants, by training labourers etc. 

4. Marshall also has spoken of a secular period^ that is, 
a very long period and the supply in such a period refers to 
the output that will be produced by adoption of improvements 
and inventions, by thei^growth of knowledge, population and of 
capital, etc. It thus refers to a very long period, say, a gene¬ 
ration, or, even more. But in our discussion of the theory of 
value, we are more concerned with the first three periods i.a., 
the very short, the short and the long period. 

The question now before us is, therefore, how is value deter¬ 
mined in each of these periods ? Or the determination of the 
market price; the Short-nm normal price and the Long-run 
normal price. 

Market Price i The market price of a commodity is the 
price which prevails in the market in the very short period, 
when its stock or supply, is fixed. It is thus determined by 
the relation of demand to the slock actually existing in the 
market. It balances temporary demand and supply and thus 
may be regarded as temporary equilibrium price. 

Take, for example, any perishable article, like fish or milk. 
In either case, since the supply is assumed lo be fixed, the price 
will depend on the demand. That is, since the supply cannot 
be expanded or contracted at the will of the sellers, the price 
of such perishable commodities, the total supply of which 
should necessarily be disposed of daily, will be higher or lower, 
according as their demand is more or less. 

The higgling of the buyers and the sellers will ultimately 
bring about a price—^the market price, at which the total stock 
will be disposed of. It, that is, the m^ket price, thus brings 
about a temporary equilibrium between the demand and the 
given supply of any commodity, during a very short period. 

When, however, the article is not so extremely perishable 
as milk or fish, and, therefore, the sellers are not bound to dis¬ 
pose of the total stock to avoid loss, the conditions would differ. 
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Firstly, the sellers may have their ‘reservation price*, that 
is, they may consider a certain price as reasonable, and if the 
market price falls below this reasonable price, they may not 
dispose of the total stock. Instead, Jthey will withhold a part 
of it, which will necessarily result in a rise in the price, at least 
to that level which the sellers consider as reasonable! Simi> 
larly, if increased demand pushes up the ^rice, by depletion of 
the stock, the sellers can bring it down. 

In short, when the commodity is not extremely perishable, 
the sellers are likely to withhold or deplete the* supply of the 
commodity they sell, when they expect a future rise or a fall in 
its market price. 

“Market values’*, therefore, says Marshall, “are governed 
by the relation of demand to stocks actually in the market; 
with more or less reference to ‘future* supplies, and not with¬ 
out some influence of trade combinations.” ^ 

Short-run Normal Price x Here we assume, firstly, that 
the number of firms in the industry is fixed and, secondly, they 
produce with their already existing plants, machineries etc., that 
is, these are also assumed to be fixed. 

When, under these circumstances, an individual firm will 
expand its output, or, contract it ? 

The market price, under competitive conditions, we know, 
is fixed for the firm. One thing is thus dear, namely, the 
firm’s marginal cost must not be higher than the price obtaining 
in the market. In other words, it will produce more so long 
as the price at which it can sell the output is above the mar¬ 
ginal cost, or the total revenue consequent on the sale of the 
additional units is more than the costs it incurs in producing 
these units. The margiqial cost of a firm, however, rises while 
it continues to produce mone and more. So, a po!nl will erme, 
sooner or later, when, the marginal revenue it obtains is just 
equal to the marginal cost. Further expansion obviously will 
be injudicious, for, that would mean loss. 

^ Manhall—Economics of Industiy, p. 215. 
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The points which emerge, therefore, are briefly the follow- 
ing 

1. No individual firm, when there is perfect competition, 
acting alone, can influence the price. 

2. The demand curfe for any firm is, therefore, per¬ 
fectly elastic, that is, a horizontal line. 

3. The number of firms in the industry and their equip¬ 
ments are assumed to be fixed. 

4. Any firm should stop further expansion when its mar¬ 
ginal cost is equal to the price. 

5. The supply curve of the firm will be its marginal cost 
curve. 

For the industry as a whole, the aggregate demand curve, 
however, is not likely to be horizontal. The short-period sup- 
pty curve of the industry as a whole will be the sum of the 
marginal cost curves of all the firms in the industry. And, 
since more output is produced at higher cost per unit (resulting 
from the increase in the prices of variable services etc.), the 
cost curve for the industry will slope upward to the right. The 
short-run supply curve of an individual firm, whose endeavour 
will be to equate the marginal cost to the price, will be its 
marginal cost curve. 

Any individual firm which fixes its reservation price above 
the market price will, therefore, sell nothing at all; similarly, 
since its product is identical with that of the marginal sellers— 
it is not necessary for it to accept a price lower than what is 
accepted by the other firms or sellers. 

The short period normal price, however, should cover the 
prime costs, that is, the variable costs, although, it may not 
cover the fixed costs. So, if the prices of variable services in¬ 
crease, the marginal cost may also Increase, and it may be 
necessary to redraw the marginal cost curve of the industry as 
a whole at a higher level. 

If the price does not cover the average variable cost—^then 
production cannot continue, and the *shut down’ price as it is 
said to b^ will necessarily compel cessation of pr^uction. 
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Normal Price in the Long-nm : The period of time we 
take into consideration in this case is sufficiently long, permit¬ 
ting the firms in the industry to expand their output by chang¬ 
ing the size of the plants, by investment of more capital, and 
by acquiring improved knowledge, ftc. The number of firms 
engaged in the praduction may also change, that is, increase 
or decrease according as the demand for the product is more 
(necessitating more output) or less, fhecessitating contrac¬ 
tion of the output). 

How, then, the long period normal price will be determined ? 

In the short period, expansion of output by increasing the 
size of the plant, or, by more capital investment is not pos¬ 
sible. The short period normal price, given the demand, thus 
is determined by the firm’s marginal cost curve. In the long 
period, however, it is possible to expand the size of plants, to 
invest further capital, etc. So, any firm will make profit by 
producing more and more, so long as its average cost curve 
is below its marginal cost curve. Abnormal profits resulting from 
the difference between the average cost and the marginal cost 
will also result in new entries, and consequent increased sup¬ 
ply. Demand remaining as before, increased supply will ob¬ 
viously result in a fall in the price. Sooner or later, the price 
will just be equal to the average cost. Conversely, if the price 
is assumed to be lower than the average total cost—existing 
firms in the industry will produce less and there will be nor new 
entries. Supjily will fall and the decreased supply, demand 
remaining the same, will force the price up. It will rise until 
it becomes equal to the average cost. In the long run, there¬ 
fore, the equilibrium position for a firm is reached when the 
price, long-run marginal cost and the long-run average cost are 
ill equal. 

In the long-run, again, we have seen, the inefficient firms— 
inable to produce at the long-period minimum average cost 
(which necessarily should be the same for all) will cease pro¬ 
ducing, while the firms engaged in production are unable to 
make abnormal profit in the long-run. 



182 


AN INTRODUCTION TO ^MODERN ECONOMICS 


Pricing in the long-run under varying costs. 

Pricing in the long-run under constant costs : Produc¬ 
tion is said to be under conditions of constant returns or cons¬ 
tant costs, when the supply price per unit of the commodity 
remains constant, irrespective of expansion or contraction of 
the output. This, in other words, means that the expansion 
of output does not le^d to a rise in the marginal cost, i.e., the 
firm’s average minimum costs remain the same in the long-run, 
irrespective of its volume of output. This may be so, when 
it is assumed, firstly, that there are no scarce factors of produc¬ 
tion, that is, the factors arc in perfectly elastic supply to the 
industry. In order to commandeer larger units of the factors 
for expanding the output, it is not necessary to pay for their 
services at a higher rate. A change in the volume of output, 
thus, docs not affect the prices of these factors. 

Secondly, wc assume that the fixed factors arc also divi¬ 
sible, that is, there is no ‘liimpiness* of the factors. 



In figure ^0, the demand curve DD^ intersects CC^ repre¬ 
senting the long-run average cost curve (identical with long- 
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run supply price) the point Q. Production under constant 
cost will mean, that whatever the position of the demand 
curve, the price will tend to be equal to QP. 

It is, however, not necessary to assume that the market 
price at any given moment will b# equal to QP, the long-run 
equilibrium price. Suppose that increased demand indicated 
by DD^, a new curve at a higher level, pushed up the price 
from QP to Q*P*. To meet this largei^demand, existing firms 
will expand their output, until higher marginal cost of the in¬ 
creased output is equal to the higher price. Temporarily the 
market price may be, therefore, Q^P^ But competing firms 
will enter the industry and the supply will now increase rela¬ 
tively to the demand. Fall in demand will result in a fall in 
the price. Some firms would be forced out of business, and the 
price will again settle at Q^P® and the new equilibrium output 
will be OP2. 

Similarly, if the market price is below QP, then unable to 
earn normal profits, since the cost per unit is higher than the 
price, the producers will contract their scale of production or 
output. Demand remaining the same the price will, therefore, 
rise till it again becomes equal to QP.* 

Pricing under conditions of Iiiercasing Costs : Produc¬ 
tion under conditions of increasing costs means that an increase 
in the scale of. output will lead to an increase in the cost per 
unit of the commodity. The supply price per unit, therefore, 
also will rise. 

Production on a large scale has, we know, certain econo¬ 
mies, both external and internal, that is, economies of scale. 
But continuous expansion •>vill not ensure larger and larger 
economies of scale. This is so, simply because continuous ex- 

*We have, however, %o reason to suppose that the factors are per¬ 
fectly elastic in supply. The. dotted portion at the end of the curve CC^, 
showing a rise indicates, that, the industiy has surpassed the point of con¬ 
stant cost, and as larger number of firms enter into it—although they pro¬ 
duce under *identieal cost conditions’, gradually they would have to pay higiter 
prices for commandeering the services of the factors employed in other in¬ 
dustries. 
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pansion implies commandeering more and more factors of pro¬ 
duction. And, unless it is assumed, that they are perfectly clastic 
in supply, (there is no reason to assume this for it would be 
unreal) after a certain stage—^higher prices have to be paid for 
obtaining the services of th» factors whose supply is less elastic 
or inelastic. Rise in factor prices is inevitable, if they have 
to be attracted from other industries in which they might have 
been employed. Thus,* after a stage, economies of scale dis> 
appear and the marginal and the average cost tend to rise. In 
the long-run, therefore, the law of increasing cost will prevail.^ 

In these circumstances, that is, when the prices of the 
factors rise with the increase in the scale of production, the 
price of the commodity will be equal to the marginal cost of 
the lower-cost firms, and also to the minimum average total 
unit cost of the highest cost firm, vrhich, it is necessary to at¬ 
tract into the industry, in order to satisfy the demand for the 
commodity. 

In figure 21, the curves numbered 1, 2, 3, 4, 5 represent 
short-run cost conditions of each possible size of plant indicat- 



Fig. 21 

ing the change in the scale of output. And from CC*, the 

I Even if we assuine that the other factors are obtainable at constant 
cost, the entrepreneur being an indivisible factor, after a point, this factor 
alone will lead to increasing cost, since, when iucreasing the scale, a firm w'ill 
not be able to^ secure more and more efficient entrepreneur. 
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long-run average cost curve which touches the short-run cost 
curves at their lowest points, we notice that, with the increase 
in the scale of output at the beginning, the long-run minimum 
average costs fall but later rise. When production is under 
conditions of increasing costs, the price will be fixed at the 
point, where, the two curves, viz., the long-run average cost 
curve, and the long-run demand curve, intersect. 

P!ricing under conditions of Decreasing Costs : Pro¬ 
duction under conditions of decreasing costs means that with 
the increase in the scale of production, the cost per unit falls, 
resulting in a fall in the supply price of the commodity also. 

There is a point, we have known, upto which expansion of 
any firm will secure economies of scale. These may be inter¬ 
nal economics resulting, say, from better division of labour, or, 
specialisation, from fuller utilisation of indivisible factors, or 
from the purchase of raw materials on a large scale etc. Simi¬ 
larly, some external economies also accrue to a firm while the 
industry itself grows. That is, the growth of the industry leads 
to increased demand for machines, component parts, etc., which, 
therefore, can be produced on a larger scale, that is, with lower 
costs. The economies resulting from payment of lower prices 
for these machines, etc., are the external economies of a firm. 

The cost, therefore, decreases so long as these economies 
are possible by expansion. But continuous expansion will not 
lead to continuous fall in the cost. This is so, firstly, because 
all the factors are not perfectly elastic in supply. Secondly, 
even if we assume that they are, the cost will tend to rise 
simply because after a certain point, diseconomies of the large 
scale management will outweigh the economies of further ex¬ 
pansion. Inefficient*raanagement of an unwieldly firm will re¬ 
sult in great diseconomies and will obviously raise the cost. 

There is thus a point—the optimum point—upto which a 
firm should expand, if there is perfect competition. Further 
expansion will result in higher cost. Under perfect competi- 
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tion, the hrins of optimum size, producing at lowest average 
cost, will exist. 

If, however, there are a large number of firms in the in¬ 
dustry and they expand their output to avail the economies of 
scale—the price of the product will obviously fall. And if the 
demand is inadequate, that is, not large enough to retain all the 
firms, or, in other words, if the output of all firms can 
not be sold, then some of these firms will be forced to close 
down. There is thus, the likelihood of one or a few most effi¬ 
cient firms remaining in the field, and leading, therefore, to 
monopoly or oligopoly. 

The Concept of the Representative Finn : In an in¬ 
dustry producing under the conditions of increasing returns, it 
is reasonable to suppose, that there may exist various firms at 
different stages of progress. Some may, for instance, be very 
efficient, and thus earn huge profits. Others, just some how 
manage to exist. There may be still others who, in fact, are 
losing but lingering in the hope of future expectations. How, 
then, we should determine the long-run normal value of the 
commodity produced under the law of increasing returns ? 
Or, in other words, of the different firms producing the com¬ 
modity, whose marginal cost will govern the value in the long 
run ? 

Obviously, we cannot consider the cost of either the most 
efficient firm, or, of the least efficient firm. For, in the first 
case, the other firms engaged in the industry and unable to 
earn normal profits (which should be included in the long-run 
norma] value) will be forced out of the business, and in the 
second case, the industry will be crowded by the inefficient, 
firms, and none would be forced out of business. This is, how¬ 
ever, unlikely because, when the competition is perfect, ineffi¬ 
cient firms will close down, sooner or later, and ultimately, only 
the ‘Optimum* or the Representative Firms will survive. 

Hie value in the long run, therefore, says Marshall, will 
be governed by the costs of neither of the most efficient, nor of 
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the least efficient firm, but by those of the Representative 
Pii*m. “When we speak of the normal cost of production of 
any class of goods,” says Marshall, “we must suppose them to 
be produced by a firm that is fairly representative of the whole 
body of producers of those goods. Our Representative Firm 
must be one which has had a fairly long life, and fair success, 
which is managed with normal ability, and which has normal 
access to the economies. External aftid Internal, which belong 
to that aggregate volume of production.”^ The size and the 
output of such a firm, therefore, will expand or con¬ 
tract, if the price is higher or lower than this. The position 
will be equilibrium when the value settles at this figure, that 
is, is equal to the marginal cost of the Representative firm. 
Once the value is settled at this figure, there will be no ten¬ 
dency either towards an increase or towards a decrease of the 
output of the industry as a whole. 

This, then, is the concept of the Representative Firm of 
Marshall, and the normal supply curve of the industry pro¬ 
ducing under the conditions of Increasing Returns will, there¬ 
fore, be the supply curve of this firm. 

The Representative Firm, then, is the long period average 
firm, having normal access, as Marshall says, to the External 
and the Internal economies which belong to the aggregate 
volume of production, that is, a firm under conditions, when 
the given economic forces have reached the position of equili¬ 
brium. It does not represent any special feature of the busi¬ 
ness, but represents the business as a whole. 

Criticism : The concept of the Representative Firm has 
been criticised on the ground that, in the directory of busi¬ 
ness firms, we will search in vain to find out such a firm. But 
Pigou observes thM, in the long run when the industry is in 
equilibrium, a firm which he calls the Eqmlibriwm Firm may 
exist which produces a regular output in response to the long- 
run supply price. 

^ Murdiall—Economics of Industry, p. 180. 
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Can a firm, it is asked, produce at a loss in the long-run, 
when the industry is in equilibrium ? Such a producer, ob¬ 
viously, it is said, will shift to other industries where it can 
earn normal profits. Equilibrium position cannot exist unless 
the normal earnings are ensurtd for all the factors. The con¬ 
cept, therefore, it is said is superfluous and, hence says Robbins, 
it is no more necessary for us to “assume a representative firm, 
or a representative produCer, than there is for us to assume a 
representative piece of land, a representative machine, or a re¬ 
presentative worker.* 

But we should note that, Avhile the supply of land is in¬ 
elastic, the supply of business enterprise is not so. Secondly, 
in the long period, in the opinion of Marshall, there may exist 
firms producing at a loss. But, says he, the equilibrium’ in the 
industry does not necessarily imply, that the output of a par¬ 
ticular firm should also be in equilibrium. There are limits to 
the growth of the individual firm. Like the life of an indivi¬ 
dual, a firm passes through different stages. From the stage 
of infancy, it reaches maturity, to be followed by decay. Tak¬ 
ing all the firms in the industry into consideration, we may 
imagine, that, while some ai’e expanding, there are others which 
are decaying. The equilibrium, therefore, may exist when 
these tendencies in opposite direction offset each other. The 
concept of Representative Firm is helpful for a study of the 
supply price of an industry in the long-nin. By his illustra¬ 
tion of trees Marshall has tried to explain the position. The 
oak might be the mightiest tree in the forest, but neither it has 
an endless growth, nor docs it compose the forest. 

The concept of the Representative Firm, says Robbins, is 
vague and superfluous, since Marshall is not explicit or clear, 
as to whether it refers to a jjarticular size 6f plant, a technical 
production unit, or whether it refers to a representative busi¬ 
ness organisation. Robertson, however, would suggest that 
the firm Marshall speaks of as a representative firm, does 

^ Econonuc Journal, Sept., 1938. 
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neither refer to a particular size of plant, nor to a particular 
technical production unit. All that is necessary for a firm to 
be considered as the Representative Firm, according to him, 
is that the supply curve of such a firm should be a “small scale 
replica of the supply curve of the industry as a whole.” 

Finally, it is pointed out, how can competition exist in the 
long run while production obeys the l^w of Increasing Returns ? 
It is reasonable to suppose that, when production is subject to 
the law of increasing returns, that is, the costs fall with the 
increase in the scale of output—eventually monopoly will be 
established. In other words, in such a situation, the most effi¬ 
cient firm will, by continuous expansion, and thus by securing 
the full economies of scale, succeed in establishing a monopoly, 
or, in any case, value will not bo determined, as it is expected 
to be determined, when the competition is perfect. For, the 
competition will be imperfect, if a few firms exist, each produc¬ 
ing a considerable portion of the total output. The assumption 
of perfect competition of many firms, producing under the 
law of increasing returns, as is made in the analysis of the 
concept of the Representative Firm, is therefore, unreal. The 
concept of the Representative Firm, thus is also, unreal and 
useless. 

Brief Statements of Some Early Theories of Value : 
The earliest theory of value is the Labour Theory, and the 
Marxian Theory, or the Cost of Production Theory, are only 
variants of the Labour Theory of Value. These theories at¬ 
tempted to explain what governs value in the long-run. Day 
to day fluctuations in the prices of a commodity, that is, the 
fluctuations in the ‘temporary or market value’ were “dismissed 
with a vague reference to supply and demand.” 

The Labour Theory of Value : ’ Money, it was held, 
cannot be the ultimate standard of value, since its value un¬ 
dergoes changes every now and then. But the amount of labour 
which is necessary for producing any commodity provides an 
invariable and ultimate standard by which it is possible to 
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determine the exchange values of commodities. Unlike money, 
labour is a reliable measuring rod, and the value of a commo¬ 
dity, according to this theory depends on the amount of labour 
—^the ‘toil and trouble*, embodied in it. Commodities, there¬ 
fore, are dear or cheap, according as the amount of ‘toil and 
trouble,* bestowed on their production, is more or less. 

The advocates of th^ Labour theory of Value, Adam 
Smith and Ricardo, held that it is the labour, and not the 
utility, that is the cause of value of a commodity. Writing in 
his “The Wealth of Nations” observes Adam Smith, “Labour, 
therefore, is the real measure of the exchange value of all com¬ 
modities.’* Similarly, according to Ricardo also, labour is, 
“really the foundation of the exchangeable value of all things.” 

Criticism : The Labour theory of Value is incomplete 
and inadequate, since it ignores the influence of demand on 
the value of a commodity. A commodity commands value, 
not simply because it embodies some amount of labour, but 
.also because it has utility. Utility i.e., the capacity to satisfy 
liuman wants, is no less an important factor influencing value 
than the labour necessary to produce it. But it is difficult to 
determine the connection between utility and value. For, a 
thing, e.g., water may have great utility but no exchange va¬ 
lue, while, on the other hand, there may be things of. ‘doubtful 
utility’ e.g., precious stones, but they may have great exchange 
value. “It was this puzzling “paradox of value,” that led Adam 
Smith and other economists to give up the attempt to relate 
utility to value and to fall back instead, on labour.”^ 

Secondly, labour is an ej^tremely heterogeneous factor and, 
therefore, it is vain to search for a ‘common measure* in order 
to determine the value of different commodities, by determin¬ 
ing the amount of labour embodied in them. 

Thirdly, the value of a commodity, according to this 
"theory, is fixed by the amount of labour bestowed on its pro- 

^ CaimerosB—^IiitroducUon to Economics, p. 148. 
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duction, and therefore, it, naturally follows, that, the value 
cannot change. But values do change, and it, therefore, can¬ 
not be said that, labour is the only cause of value. Moreover, 
what about the labour which is misdirected, that is, the labour 
bestowed on production of a thin^ which cannot be sold ? Ob¬ 
viously, its value is nil! 

Finally, it is pointed out, that the theory “gives only a 
partial explanation of the influence or? value of supply.” It is 
often true that the scarcest things are most valuable. But do 
the things that are scarce necessarily require most labour for 
their production ? It is true, that the scarce things are valu¬ 
able because human labour is needed to produce them. But 
it is also possible that, things may be scarce and valuable, but 
beeausc of reasons other than the ‘labour’ necessary to pro¬ 
duce them e.g. the raw materials which are scarce. 

Value, therefore, is governed jointly by supply and de¬ 
mand, that is, cost and utility, and nut by labour alone. La¬ 
bour, however, is “one thing among several that helps to mo¬ 
derate scarcity and so to create value.”^ 

The Marxian Version of the Theory : According .to 
Marx, as values, “all commodities are only definite masses of 
congealed labour-time.” The value of a commodity, accord¬ 
ing to him, “varies directly as the quantity and inversely as 
the productiveness of the labour incorporated in it.”“ It fol¬ 
lows, therefore, that, “that which determines the magnitude of 
the value of any article is the amount of labour socially neces¬ 
sary or the labour time socially necessary for its production.”® 
By ‘socially necessary labour-time* is meant the time required 
under existing conditions by the average labourer to pro¬ 
duce an article when conditions of production are also normal. 

Briefly, then, sij^ce labour, according to Karl Marx, pro¬ 
duces all values, commodities should have value in proportion 
to the labour required to produce them. And the entire value 

^ Caimeross—Introductiou to Economics, p. 149. 

*Marx—Capital—Part 1, Ch. 1. 

^Marx—Op. cit. Part I, Ch. 1, 
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of the commodity should, therefore, go to the labour produc¬ 
ing it. Hence, if any part of it goes to the capitalist, or to the 
landlord,' as interest or as rent, then it will only mean that to 
that extent the labourer is exploited by the capitalist or the 
landlord. These capitalists cjr landlords earn profit, interest, 
or rent (when the market value is in excess of the wage costs, 
and therefore, labour receives less than the value of its product) 
not because they renderiany service, but simply because they 
happen to own the means of production. 

Criticisin : The theory of Marx is inadequate, since it 
ignores utility as a factor which influences the value of a com¬ 
modity. Free gifts of nature, for instance, since they do not 
require any human labour for their production, according to 
this theory, cannot have any value ! But, in reality, wc know 
those free gifts of nature which are scarce in supply relatively 
to their demand, have value, since they have utility. 

Secondly, value is determined jointly by utility and the 
cost of production—which includes besides labour cost, interest, 
profit, depreciation allowances etc. It is, therefore, not cor¬ 
rect to say that, labour cost alone governs the value of a com¬ 
modity. The activities of saving and risk taking, it is pointed 
out, “can be just as productive as labouring; they are almost 
as essential to the creation of value.”^ Moreover, labour, as 
we have seen, is an extremely heterogeneous factor which cannot 
be reduced to a common measure by which the relative values 
of different commodities can be determined. 

The fact is, that Marx propounded his Labour Theory of 
Value with a definite purpose, viz., to attack the existing dis¬ 
tribution of wealth, and to give a scientific basis to socialism. 
His theory seeks support by “an appeal to justice and the 
rights of man.’* His theory is, therefore, ifot so much a theory 
of Value as a theory of Distribution. 

The Cost of Production Theory i It is a more modem 
version of the Labour Theory of Value. In the long-run, the 

^ CairDCK)8s---Introduction to Economics, p. 149. 



PRICING, WHEN THERE IS PERFECT COMPETITION 193 

exchange valnc of a commodity, according to this theory, is 
governed by its cost of production. In the cost, however, are 
included, besides labour cost, other costs, e.g., the cost of raw 
materials, interest, depreciation on capital, and also the normal 
profit of the producer. 

A commodity's value, therefore, according to this theory, 
will be in proportion to the cost of producing it, that is, it will 
be higher or lower, according as the cost of producing it, is 
higher or lower. And if the market value of a commodity is 
higher than the cost of production then it will be brought down 
by competition of rival producers to the level of the cost of 
production. Similarly, if it is lower than the cost of produc¬ 
tion, then less will be produced, since the producers will not 
find it profitable to produce it. So, the supply will fall and this 
scarcity will force up the price until it again becomes equal to 
the cost of production. 

Criticism : Like the Labour theories of value, the cost of 
production theory also is incomplete and inadequate, since it 
ignores the influence of utility on value. Cost of production 
of a commodity will not give it any value-in-cxchange if it does 
not possess utility at the same time. Besides, the cost of pro¬ 
duction exerts greater influence on value when a longer period 
is taken into consideration, but in the shorter period, demand, 
that is, the utility, exercises a greater influence on value. The 
theory, therefore, does not explain the short period value whei-e 
utility is of greater importance than the cost of production. 

Secondly, the value of a commodity has its influence on 
the cost of production, just as the cost of production has its 
influence on the value. A rise, for instance, in the value of a 
commodity, due to an increase in its demand, will naturally re¬ 
sult in an increase in the supply of it. For, the higher price 
will induce the producers to produce more. But, more will be 
produced at a higher or lower cost of production than before, 
according as the production obeys the Law of Decreasing Re- 
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turn or the Law of Increasing Return. There thus exists a 
mutual relationship between the cost, value and demand. 

The cost of production thus varies with the scale of output 
which, again, is determined by the demand for the commodity. 
Until, therefore, the demand is known, it is impossible to fix 
the scale of output and, hence, it is also impossible to know 
the cost of production. It is, therefore, meaningless to say that 
value is governed by tlAj cost of production—which cannot be 
known until the demand is known. Besides, different firms 
may incur different costs c.p., the cost may be low for the well- 
established and efficient firms, and high for the new and ineffi¬ 
cient firms. Whose cost should we, therefore, take into con¬ 
sideration ? The theory is inadequate, since, it does not give 
any answer to this question. 

Finally, value is governed by utility (demand) on the one 
hand, and scarcity in the supply, on the other. The cost of 
production limits the supjjly and, therefore, influences the value. 
But there may be causes, other than the cost of production, 
which may limit the supply of a commodity, e.g., existence of 
monopoly, or, take again, the scarcity of rare paintings of great 
artists. 

The theory also overlooks another im})ortant fact, viz., 
that the value of commodities may rise or fall, regardless of 
any change in their cost of production. 

It is, therefore, not correct to say that value is determined 
by only the cost of producing a thing. Rather, the de¬ 
mand (i.e. utility) and the supply (i.e., cost) of a commodity 
jointly govern its value. 



CHAPTER 16 


INTER-RELATED VALUES 

So far we have studied how the price of a commodity is 
determined by the demand for and the supply of it. But it is 
also possible that the price of a particular commodity is largely 
governed or influenced by the demand for and the supply of 
other commodities. That is to say, the price of a commodity 
may be, and often in fact is, inter-related with the prices of 
other commodities and hence, a change in the demand for and 
the supply of one will have repercussions on the demand and 
supply of others, that is, on the prices of other commodities. 
We shall now examine these cases. 

Joint Supply : Commodities are said to be in joint sup¬ 
ply when the supply of one automatically involves the supply 
of the others. These commodities, that is to say, can only be 
produced in association with those other commodities. Fami¬ 
liar examples of joint supply are mutton and wool, rice and 
straw, gas and coke etc. Obviously, therefore, in such cases 
of joint supply, if we want to increase the supply of one, the 
supply of the other will also simultaneously be increased. 

Since the commodities are produced simultaneously in a 
single process of production and wdth the same joint cost, the 
question before us is; how will the value of these commodi¬ 
ties be determined ? This, however, raises yet another ques¬ 
tion, viz : are these commodities produced in variable propor¬ 
tions or, are they produced in proportions which arc fixed, 
that is, not variable ? 

In the first case, that is, if the proportions can be varied, as 
for instance, in the case of wool and mutton, the proportion 
can be varied by different cross-breeding, and hence, we are 
in a position to know the marginal cost of production, that is, 
the additional cost of producing additional units of either. 
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then obviously the marginal analysis will help us in solving the 
difficulty of determination of the price of each of the commo¬ 
dities supplied jointly. For, the price, we know, will tend to 
equal the marginal cost of production. 

In the second case, thelt is, when the proportions are fixed 
and cannot be varied, we cannot know the marginal cost of 
each and, therefore, pricing of each product separately becomes 
difficult. There are, However, certain broad rules to help us. 
These are, firstly, the combined values of the joint products 
must cover the joint expenses of these products. That is, the 
total supply of each will be disposed of at such prices as will 
cover the total cost of producing them. The total cost, in 
other words, should be equal to the total revenue. 

In the second place, since we have a joint supply schedule 
and.separate demand schedules, the price of each of the pro¬ 
ducts will, obviously, be determined by the demand for it in 
the market, or its marginal utility to the buyers, that is, ac^ 
cording to the principle of what ‘the traffic will bear.* 

Thirdly, it is, however, likely that each of these products 
produced jointly necessitates some extra costs or, special costs, 
to make it marketable. Its price, therefore, must necessarily 
cover this extra cost too. 

Finally, it is also possible that, when two commodities are 
jointly produced, the demand for one may increase, while that 
of the other, does not. Obviously, increased supply of one will 
simultaneously increase the supply of the other too. How 
then, it may be asked, the price of the product whose demand 
has not increased will be affected ? In such a case, since its 
supply will increase with no corresponding increase in its de¬ 
mand, its price will obviously fall. In a similar way, if the de¬ 
mand for one of the joint products falls and, therefore, the sup¬ 
ply of both shrinks, then the price of the other product will 
rise. 

Joint Demand : Commodities are said to be in joint de¬ 
mand, when they are demanded in association with other com- 
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modities, either for satisfying a particular want, or for produc¬ 
ing a particular article. Thus, pen and ink, tea and sugar, etc., 
are said to be in joint demand. 

The value of each commodity^in this case, will depend on 
its marginal utility, which can be determined by changing its 
supply while keeping the supply of the other unaltered. Obvi¬ 
ously, when commodities are demanded jointly, increase in the 
demand for one simultaneously increases the demand for the 
other too and the fall in the price of the one, due to increased 
supply w'ill lead to a rise in the price of the other although both 
will be in greater demand but as the supply of the other, which 
is a complementary product, has not increased, its price will 
tend to rise. In the same way, if one of the two products, 
which are demanded jointly, becomes scarce in supply, the 
demand and also the price of the other will fall. 

Derived Demand : The consumers’ demand for the finish¬ 
ed goods is direct demand. But the demand for the things 
which arc used in producing the finished goods, is indirect and 
is,derived from the demand for the finished goods towards the 
production of which they are used. In other words, the demand 
for the services of the factors of production necessary for the 
production of the finished product, is indirect or derived de¬ 
mand, that is, derived from the demand of the consumers of 
the finished product. 

A fall in the supply of such a factor which is jointly demand¬ 
ed with others for producing a commodity, may cause a rise 
in its price, under certain conditions. These conditions, as 
Marshall observes, are the following : 

Firstly, the factor should be an ^essential, that is, indispen¬ 
sable factor, having tio good substitute. 

Secondly, the demand for the commodity, in the produc¬ 
tion of which it is necessary, should be ‘stiff and inelastic*, which 
means, that a check to its supply will force the consumers to 
offer a higher price for it, rather than go without it. 
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Thirdly, the price of this factor should constitute only a 
small part of the total expenses of production of the commo¬ 
dity. 

Fourthly, even a smal^ check to the amount demanded 
should cause a considerable fall in the supply prices of other 
co-operating factors of production ; and this will increase the 
margin available for pj^ying a higher price for this factor. In 
the construction of buildings, as Marshall has illustrated this 
point, if, for instance, the brick layers etc., cannot afford to 
remain idle and hence, are agreeable to accept a lower rate of 
wage than what they were getting before, then the plasterers 
may be paid at a higher rate from the margin which will now 
be available. 

Composite Supply : When commodities are substitutes 
for one another, they are said to be in composite supply. That 
is, their demand can be satisfied from several sources. Tea, 
coffee, cocoa etc., for instance, form a composite supply for the 
satisfaction of one want, that is, the desire for a drink. 

W^hen commodities are in composite supply, the fall in the 
price of one of them will lead to a fall in the demand for the 
others, that is, its substitutes, and, therefore, their prices will 
tend to fall. 

The cost of production and the marginal utility, therefore, 
will determine the price of the commodities which are in com¬ 
posite supply. 

Composite Demand : When commodities are wanted 
for several different purposes, they arc said to be in composite 
demand. We may demand electricity, for instance, for more 
than one purpose, e.p., for lighting, cooking, heating, etc. The 
demand for electricity, therefore, is a composite demand for 
lighting, cooking, heating etc. Similarly, the demand for the 
raw materials which can be put to various different uses is also 
composite demand. It is, therefore, evident, that the con¬ 
sumers, or the buyers of such an article, will compete with one 
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another for obtaining it, and an increased demand for one parti* 
cular use will imply reduced supply in the other alternative 
uses. Consequently, its price will tend to rise all round, that 
is, in all its uses. The price of such an article ultimately, there¬ 
fore, will be such as will equate ^ts marginal utility in every 
alternative use. 



CHAPTER 17 

PRICING UNDER MONOPOLY 

The Meaning of Moncfioly, Duopoly and Oligopoly 

Monopoly : A monopoly is said to exist when there is no 
close substitute for the product of a single firm, nor is the entry 
of new firms possible. This firm, therefore, virtually controls 
the total supply, and is in a position to formulate its own price 
policy since, there will be no competitor. 

Duopoly : Duopoly exists when two firms are engaged in 
the production of either a standardized product, or two pro¬ 
ducts which are very slightly differentiated. When, however, 
the products are not identical, that is, when there is some pro¬ 
duct differentiation, duopoly is said to be of impure type. 

Oligopoly : Oligopoly exists when the number of firms 
engaged in producing a homogeneous product is so few that, 
each is aware of the effects of its supply upon the price of the 
product in the market. When, however, the firms do not pro¬ 
duce identical products, the situation is said to be differentiated 
oligopoly. 

Another sub-type of oligopoly is the Price leadership. 
"When the situation is either duopoly or oligopoly, we have- 
seen, that the supply of individual firms affects the price of 
the product. By price-leadership is meant a situation in which 
one or more very large firms fix the price of the product and 
the other small firms in fixing the pricei of their product simply 
follow the ‘leader*. Such price-leadership, however, may exist 
accompanied by either standardized product or differentiated 
product. ^ 

Classification of Monopolies : A monopoly is thus a 
situation in which a single firm controls the supply of a com¬ 
modity it produces and there exists no rivalry of competing 
firms. Such a situation, however, may come into existence in 
different ways. For instance, one giant firm may absorb all 
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the other small firms in. the industry, or, again, the rival firms 
may themselves reach an agreement and amalgamate. Such 
absorption or amalgamation leads to voluntary monopolies. 

Secondly, monopolies are erupted by law when, for ins¬ 
tance, copyrights arc granted to authors, or to encourage in¬ 
vention, patents, trade marks, etc. are conferred by the stale. 
These are said to be legal monopolies.^ 

Thirdly, competition in certain public utility enterprises 
is considered as undesirable on both social and economic 
grounds. e.g., in the case of public utility services, like the sup¬ 
ply of gas or electricity. Competition, in such eases, therefore, 
is not allowed by the state and the mono])oIies which thus 
come to exist are known as Social monopolies.' 

Monopoly Price : We have discussed how value is deter¬ 
mined when Ihc competition is perfect. The question before 
us now is, how is price determined when the situation is mono¬ 
polistic, or, how is monopoly price determined ? 

Ob^'iously, the motive of the monopolist is the same as the 
motive of the producer in a competitive market, viz., to earn 
maximum ])rofit. But under perfect competition, the demand 
curve which faces a producer is perfectly elastic at the prevail¬ 
ing price of the product, and hence, he need not curtail his 
output for fear of the effect of his supply on the price he re¬ 
ceives for his product. But the demand curve which faces a 
monopolist is less than perfectly elastic, and hence, he has to 
consider the effect of his own action upon the price of the 
product. 

Of course, a monopolist may offer for sale in the market 
the amount which he himself wishes to sell, the price being al¬ 
lowed to be determked by the influence of the demand, or, he 
may fix a price leaving the amount to be determined by the 
demand for the product at that price. But, in any case, as 

1 Some also siieak of Natural monopoly which is said to exist whm 
the sources of some raw materials are limited, and are confined to eextam 
uimkitl#! a m rliotVlAml in nniith Africa. 
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long as the demand curve which faces him is less than perfectly 
* elastic—the fact remains that, larger sale of his product is pos¬ 
sible at a lower price only. 

A monopolist, thus, will^succeed in selling a larger output 
only at a lower price. When, then, it may be asked, his profits 
are likely to be maximum ? His profits will be maximum, when 
his marginal cost, i.^., the addition to his total cost, when 
one unit more is produced, is equal to his marginal revenue, 
the addition to his total revenue when, one more unit is produc¬ 
ed and sold. This, in other words, means that so long as his 
marginal cost is less than the marginal revenue, it is profitable 
for him to expand, that is, to produce and sell more. But, we 
have seen, that the demand curve which faces the monopolist 
is less than perfectly elastic, and thus, he can sell larger out¬ 
put only at a lower price. Continuous expansion of output, 
therefore, will lead to an increase in his marginal cost and de¬ 
crease in his marginal revenue. And, after a certain stage, if 
he continues to expand, his marginal cost will be greater than 
his marginal revenue. More production, therefore, will mean 
loss. The monopolist, therefore, will continue to expand his 
output so long as his marginal revenue is greater than his mar¬ 
ginal cost, and stop w’hen they are equal, in order to earn maxi¬ 
mum profits. Much, of course, depends upon the elasticity of 
demand for the product and the conditions of production. 

The demand curve facing a producer in a competitive mar¬ 
ket is perfectly elastic, that is, he can sell any amount at the 
prevailing price of the product in the market. He will, there¬ 
fore, earn maximum profit when his marginal cost will be equal 
to the price. But for a monopolist, sale df an additional unit, 
will, of course, add the price of this unit to the total revenue, 
but since he expects to sell more only at a reduced price, that is, 
at a price lower than what it was before, the total revenue he 
gets by selling all previous units at a kw'er price, will decline. 
His marginal ^venue, therefore, is lower than the price at which 
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the additional unit is sold and, may even be negative while the 
price is positive. To earn maximum revenue a monopolist, 
therefore, should stop at that point when his marginal revenue 
is equal to his marginal cost. 

The following diagrams illustrate how the monopoly out¬ 
put is determined. 



In figure 22, me, ar, mr, represent the marginal cost 
curve, the average revenue curve and the marginal revenue 
curve respectively. Now, the monopolist will, we know, ope¬ 
rate at the point where the marginal cost is equal to the mar- 
ginar revenue. Hence, he will produce OIM output, because 
when he produces OM output, his me and wr are equal Le,, 
both equal to MQ. The monopoly price will be PM. As is^ 
shown, the average revenue curve (ar) slopes downward and 
the marginal rever.— '— 

c 

Now, what happens when, for instance, the demand for his 
product increases i.e., when, for the same amount of the com¬ 
modity, the buyers are willing to pay more ? An increase in 
the demand for a monopoly product will mean, firstly, that the 
demand curve will move to a higher level and, ^secondly, the 
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marginal revenue curve (mr) which also naturally moves up¬ 
ward, will intersect the marginal cost curve (me) at a higher 
point. Since the monopolist will operate at the point where 
me is equal to mr, it follows that, the output will now be more, 
and, generally speaking, the^rice will be higher than what it 
was before. The following diagram illustrates the positions of 
the curves before the increase of demand and after it.^ 



Before the increase of demand: 
me —^the marginal cost curve, 
DD—the demand curve, and, 
mr—^the marginal revenue curve 

After the increase of demand: 

dd —^the demand curve at a higher level: 


m'r^—the marginal revenue curve at a higher level. 

It is thus shown that although the plice rises from PQ to 
P^Q', the output increases from OP to OP^. 


Similarly, a fall in the demand may be illustrated by tak¬ 
ing m^r* as the original position of the marginal revenue curve 


1 See Boulding : Economic Analysis. 
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and mr as the position afterwards, that is, after the fall in 
demand. 

Cihncks to the Powers of a Monopolist : Is the mono¬ 
polist, since he controls the total supply of his product, at liberty 
to fix a very high price for it ? f)bviously not. A monopolist 
cannot fix a very high price for his product, firstly, because, 
such a policy may scare away the customers leading, thus, to 
a fall in the total sale ; secondly, ^his will encourage con¬ 
sumption of substitutes; thirdly, such a policy may pave the 
way for potential competitors and lastly, the discontent and 
the agitation of the public, which are likely to follow, if a pro¬ 
hibitively high price is charged, may lead to the interference 
by the state and the price may be controlled by the public 
authorities. 

lo earn the maximum profit, the monopolist’s interest is to 
sell as large an output as possibly he can, and at as high a price, 
as is possible for him, and also to reduce the cost per unit of 
the output, as far as is possible. 

A high price may, therefore, bring in a larger profit for 
him, if the demand for his product is inelastic. When, how¬ 
ever, the demand is elastic, a little reduction in the price may 
stimulate demand for his product and thus ensure a larger sale 
and, therefore, a larger profit. A lower price, may also ensure 
larger profit, resulting from larger sale, if the commodity is 
])roduced under conditions of the law of increasing returns. 
When, however, the commodity is produced under conditions 
of constant costs, the output he will produce will depend on 
the demand for his product. 

Discriminating Monopoly : By discriminating monopoly 
is meant that the gionopolist charges different prices for his 
identical product to different buyers, or, different prices in 
different markets, or, again, different prices for different uses of 
his product. Since the total supply is controlled by him, a 
monopolist is in a position to pursue a policy of price discrimi¬ 
nation to obtain maximum profits, instead of charging a uniform 
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price from all. When such a policy of price discrimination is 
pursued, it is said to be discriminating monopoly. 

Now, it is pertinent to ask, is it always possible for a mono¬ 
polist to charge different prices to different buyers ? Or, diffe¬ 
rent prices for the same profhict in different markets ? Or, 
■again, different prices for different uses of the same goods or 
■services ? Such price discrimination, of course, is not always 
possible. It is possible Aly when, firstly, the markets are so 
•different that, a unit of demand appropriate to one, is not in 
any way transferable to another market, and secondly, no unit 
•of supply also is transferable from one market to another. 

The reason is obvious. For, were such transfers ppssiblc, 
then there would be likelihood of re-sale of the commodities 
from the low priced to high priced market which is detrimental 
to the interest of the monopolist and hence, he cannot allow 
such transfers. Such re-salc is, however, not always possible. 
Take for instance, the case of direct personal services, like the 
services of a physician. A physician may charge a high fee 
from the rich patient, and at the same time, a very low fee 
from the poor imtient. Obviously, the services the poor patient 
receives from him, cannot be re-sold by him to the rich patient, 
and, certainly, in such cases, discrimination is possible. Simi¬ 
larly, the rich would not prefer to be poor, for obtaining the 
cheap services of the physician. 

Tariff, or cost of transport, or, the mere geographical posi¬ 
tion, may often separate markets and so prevent resale of the 
commodity sold by the monopolist, and in such cases, price 
discrimination is also possible by the monopolist. 

When the monopolist charges different prices to different 
persons, it is said to be Personal discrimination. Similarly, 
when he fixes different prices for his product in different places, 
it is known as Local discrimiimtion.^ 

1 Dumping is an example of local discrimination. By it is meant that 
the same commodity is sold at a higher price at home, but at a lower price 
In a fofdgn country. A monopolist may adopt such a policy of dumping 
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Thirdly, when different prices are charged to different 
trades it is said to be Trade discrimination. 

According to Prof. Pigou, discriminating monopoly may 
be of three types. In the first case, the monopolist is in a 
position to charge a separate pric^to each individual buyer or 
even different prices for the different units he buys, leaving, 
that is to say, no consumer^ surplus for the buyer. This will 
be a case of discriminating monopoly the First Degree. 

Secondly, if the monopolist is in a position to make n sepa> 
rate prices of his products or services, in such wise that, all 
units with a demand price greater than x were sold at a price x, 
all units with a demand price less than x but greater than 
were sold at y, and so on, then it will be a case of discriminat¬ 
ing monopoly of the Second Degree. 

Thirdly, the monopolist may charge n different prices to 
n different classes of customers, who are distinguished by some 
external indices. The way in which the Railways discriminate, 
that is, charge different fares from different classes of passen¬ 
gers who are, however, free to decide the classes in which they 
will travel, is an illustration of such type of discrimination 
which is known as the discrimination of the Third Degree. 

Is Monopoly always an evil ? Competition, it is said, 
leads to progress. Existence of monopoijs that is, absence of 
competition is, therefore, sure to impede healthy progress of 
the industry. Not infrequently, again, the unwise policy of 
charging a very high price by a monopolist, rouses suspicion 
and bitterness in the minds of the people, who, therefore, re¬ 
gard monopoly as a positive social evil and do not hesitate to 
denounce its existence. Similarly, criticisms are levelled 
against a monopolist, when he adopts a policy of price discri¬ 
mination, that is, of charging different prices to different persons 
in such a way as no dbnsumer’s surplus is left which is impos¬ 
sible under perfect competition. 

for various motives, e.g., to capture new market or, to secure economies of 
large scale production, or, again, rimply to dispose of piled up goods produced 
as a result of wrong antidpation of demand. 
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Of course, it will definitely be a bad policy for a monopolist 
to charge a very high price for his product But as we have 
seen before, it is not possible on the part of a monopolist to 
charge a very high price, nor is it in his own interest to do so. 
For, such a policy will encourage the use of substitutes, invite 
competition, incur displeasure of the public and may also lead 
to interference by the state. Agalii, in some cases, existence 
of monopolies, may be feasonably justified, e.g., in the case of 
legal monopolies, which the law creates by granting copyrights, 
etc. Also, on economic and social grounds, sometimes com¬ 
petition should be restricted, e.g,, in the case of public utility 
services, like the supply of gas or electricity, etc. Similarly, 
discriminating monopoly is not always an evil, since, such dis¬ 
crimination is made when the degree of ability of the buyers 
differs. The abler one, that is to say, is made to pay a higher 
price. Such a policy is, at least a better iwlicy than charging 
a higher price to all customers, rich and poor alike, to raise the 
same amount of monopoly revenue. It obviously does not hit 
the poor as hard as the other policy, that is, of charging a uni¬ 
formly high price to all, does. 



CHAPTER 18 

PRICING UNDER IMPERFECT COMPETITION 

When is Competition Imperil? Wc have discussed so 
far the problem of pricing pnder perfect competition and in 
monopolistic situation. But in actual yife, taking things as 
they are, we neither find perfect competition, nor do we find, 
pure monopoly. That is, in reality, neither there are so many 
buyers or sellers the effect of whose individual actions may be 
said to be negligible, nor, on the other hand, do w^c find a single 
buyer or a single seller, acting alone, influencing in some mea¬ 
sure, the ‘terms of exchange*. By imperfect competition, we 
refer to these intermediate cases, which exist in actual life in 
between the two extremes, namely, perfect competition and 
pure monopoly. 

There may be several causes leading to imperfect compe¬ 
tition. For instance, the competition will be imperfect when, 
firstly, there are a few sellers, instead of a large number of sel¬ 
lers and each is in a position to influence the price of bis pro¬ 
duct. Entry of many producers may, either be restricted by 
law% as we have seen, or, may be prevented by the need for 
huge initial capital outlay, which not many can afford e.g., in 
the case of manufacturing of automobiles. 

Similarly, the competition will be imperfect when the num¬ 
ber of buyers for a commodity isi few and each, therefore, is in 
a position to influence the price by buying more or less of it. 
As for example, when the buyers of raw materials, or, other 
factors of production, are few in number. 

4 

Thirdly, the buyert, as is assumed in perfect competition, 
may not always buy from the seller offering the commodity 
at the lowest price, and when such is the case, the competition 
becomes impc^ect. And, there may be several reasons which 
prevent a buyer from buying a thing from the seller who offers it 
at the lowest price. For instance, he may not be wiling to make 


14 
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personal enquiries as to the different prices charged by different 
sellers and so, may not know the different prices charged. Iner¬ 
tia and ignorance, therefore, may often prevent a buyer from 
buying from the seller whq. offers the commodity at the lowest 
price. Secondly, he may also be prevented by the high cost 
of transport. Thirdly, the buyers may believe, either for suc¬ 
cessful advertisement, ^jr for whatever reason, that the product 
of some producer is superior to that of others and, therefore, 
buy from him. There may be, that is to say, real or imaginary 
differences in the quality of tlie products offered for sale by 
different sellers which lead to imperfect competition. Finally, 
not infrequently, the buyers are influenced by the type of faci¬ 
lities like, prompt service, courtesy and dealings of the seller, 
etc., provided by different sellers, and choose to buy from some 
and not from others. 

Monopolistic Competition: The sellers may offer cither 
identical products or slightly differentiated products. Assum¬ 
ing the number of sellers to be very large, the first ,would be a 
case of pure competition, but in the second case, that is, when 
there exists product differentiation, although each of the produ¬ 
cers has an absolute monopoly of his product, yet each of them is 
subject to the competition of almost similar products—^the im¬ 
perfect substitutes, of other producers. Now, since each of 
these sellers is a monopolist and yet has competitors, they may 
be said to be, ‘competing monopolists’ and the nature of com¬ 
petition may be described as the ‘monopolistic competition.’ 

The term monopolistic competition may also be used in a 
more general sense, that is, merely to ‘describe the blending 
of monopolistic and competitive elements, thus embracing both 
types of hybrid probleihs.”^ 

Differentiation of the products may, however, be based on 
the various characteristics of the products themselves e,g.t 
trademarks, trade names, singularity or peculiarity of colour, 
style, package etc. Differentiation may also exist with res- 


^ Chambeif^inr-'Monopolistic Competition, p. 0. 
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pect to the conditions surrounding the sale of the product, e.g. 
seller’s location, his reputation for fair dealings, courtesy etc. 

In so far as these conditions differ from seller to seller, the 
product in each case is different f^ “buyers take them into 
Recount, more or less and ma^be regarded as purchasing them 
Rlong with the commodity itself.” ^ 

Monopolistic competition^ is thus a case of imperfect com¬ 
petition, and is different from either pure monopoly or from 
pure competition and it concerns itself with both the problems 
of an individual equilibrium, that is, the ordinary theory of 
monopoly, and the pioblems of a group equilibrium, that is, 
the adjustment of the economic forces with a group of mono¬ 
polists who are themselves competitors. 

Pricing under Imperfect Competition : When competi¬ 
tion is perfect, we have seen, firstly, that the number of sellers 
is very large, and since each produces a very negligible portion 
of the total output, none of them, acting alone, is in a position 
to influence the price, and secondly, under i)erfcct competition, 
the price will be equal to the average cost of the firm and also 
equal to the marginal cost, that is, the cost of the last unit 
produced. Thirdly, the cost of any factor of production under 
perfect competition, is what it would earn in other alternative 
uses, that is, it is equal to its opportunity cost or, to its mar¬ 
ginal product. 

How do the conditions differ when the competition 
is imperfect 1: Or, in other words, how docs the problem of 
pricing differ when the competition is imperfect ? In the first 

^ Chamberlain—^Monopolistic Competition, Cli. IV, p. B6. 

^Monopolistic CompetitiAi may also be described as a situation in wliich 
the sellers have some preference- for some particular buyer or buyers, and, 
therefore, they would prefer to sell to one buyer rather than another, although 
the same price may be offered by all buyers. It is, as in the case of mono¬ 
polistic competition, a non-price competition, but it is on the buying side of 
the market. Now there may be various reasons for such preference of one 
buyer over others e.g., his (buyer’s) reputation, or he may be a ‘steady cus¬ 
tomer,* or, may be, that he always takes prompt delivery, etc. 
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place, the producer is not obliged to accept the prevailing 
price. This is so, simply because the number of producers, 
when the competition is imperfect being few, the price can be 
influenced by each of them, acting individually, by varying the 
output they produce and %ffer for sale.. As we have discussed 
before, because of the ignoranc^nd inertia of the buyers, high 
transport costs, etc., ^e producers, in an imperfect market, are 
in a position to charge a slightly higher price for their products 
without scaring away the customers. 

In the second place, the demand curve facing the pro¬ 
ducer in an imperfect market is less than perfectly elastic, 
whereas, the demand cun^e which faces the producer in a per¬ 
fect market is perfectly elastic. In other words, to ensure lar¬ 
ger sale, the former has to lower the price, while it is not neces¬ 
sary for the latter, that is, the producer in a competitive mar¬ 
ket to do so. For, he will expand his output until his marginal 
cost becomes equal to the average cost, which is equal to the 
price. A firm in an imperfect market will, therefore, expand 
its output until its marginal cost becomes equal to the margi¬ 
nal revenue, which will be less than the price, since the demand 
is less than perfectly elastic and additional output can be sold 
only at a lower price. 

Let us take an illustration. Suppose, for example, that 
when the price of say, suitcase, is Rs. 40 each, Mr. A sells 25 
suitcases and his total revenue thus is Rs. 1,000. Since Mr. A 
can sell more suitcase only at a lower price, let us suppose that 
he reduces the price to Rs. 39 in order to sell 20 suitcases. Now, 
this implies that the price he gets for the 26th suitcase, that is, 
Rs. S9 is added to his revenue. But at the same time, it airo 
implies that, all the other units are sold by him at this lower 
price, that is, Rs. 39 only. Mr. A’s addition to total revenue 
will, therefore, be equal to the price of this additional unit, 
that is, Rs. $9 minus a reduction in the price of all the other 
units, that is, Re. 1 less in the case of all the other 25 suitcases. 
His total revenue, by selling 26 suitcases, at the lower price 
viz,, Rs. 39 will, therefore, be Rs, 1,014. The marginal revenue 
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i,e.. Us. 14 is lower than the price at which the extra unit is 
sold by Mr. A. 

When the competition is imperfect,, the marginal revenue 
thus is lower than the value of the marginal product, or the price 
at which the additional unit is sold. dThe monopolist will, there* 
fore, expand as long as the ma^inal cost is less than the mar¬ 
ginal revenue, and stop when^ey arc equal, that is, when the 
marginal cost and the marginal revenue^become equal. It is, 
therefore, in the interest of the producer in an imperfect mar¬ 
ket to restrict his output and offer for sale a limited output at 
a i>rice which is higher than the marginal cost of production, 
to obtain maximum profit. He will cease to produce an addi¬ 
tional unit before the price (which has to be reduced to en¬ 
sure additional sales) declines to the level of the marginal 
cost, since his marginal revenue is lower than the price, as w’e 
have seen. Firms, therefore, which are of less than the opti¬ 
mum size exist when the competition is imperfect. But under 
perfect competition it cannot be like this. The compctitiiig 
firms under conditions of perfect competition will expand tlieir 
output until their marginal cost becomes equal to the average 
cost, which is equal to the price. When the industry will be 
in equilibrium, there will, therefore, remain a number of opti¬ 
mum firms and the price will be equal to the marginal cost, 
as well as, to the marginal revenue whereas, when the com¬ 
petition is imperfect, the marginal cost will be equal to the 
marginal revenue but not equal to the price. 

Finally, it should also be remembered that the selling costs, 
that is, expenditures incurred on advertisement, etc., enter 
into the cost of the producers, when the competition is imperfect. 
But we know, the demand curve which faces the producer in 
a competitive market, perfectly elastic and hence, he is in a 
position to ^11 the amount,he produces at the prevailing mar¬ 
ket price. Such additional ex])enditures, which arc considered 
as 'wastes,’ resulting from rival advertisement, etc., and are 
include_d in the selling costs, are found when the competition 
is imperfect. 
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Pricing when the Competition is Monopolistic : Fro* 

duct differentiation, wc have seen, gives rise to what is known 
as monopolistic competition. In such a situation, each seller 
manages to have a market of his own, in the sense, that a group 
of buyers remain attach^ to him irrespective of the slight 
difference in the price. Tnese buyers will buy the commodity 
produced and offered for sale this particular seller, unless, 
of course, the price diference becomes very great, in which case, 
they may choose to buy from other sellers, since their products, 
after all, are substitutes, though ‘imperfect’ ones. No firm, 
therefore, can afford to raise the price of its product very much, 
for, that will encourage consumption of the products of the 
rival producers. 

Firms producing when the competition is monopolistic, how¬ 
ever, indulge in what is known as a non-price competition, that 
is, through advertisements, propaganda, etc., and thus at¬ 
tempt to create an impression in the minds of the buyers of 
product differentiation to attract them by counter-acting simi¬ 
lar attempts of rival producers. 

The demand curve which faces a monopolist, we know, 
is less than perfectly elastic. A firm, therefore, when the com¬ 
petition is monopolistic, will expand until the marginal cost is 
equal to the marginal revenue which, again, is less than the 
price, and even though a further expansion may ensure a fur¬ 
ther reduction in the average cost. The demand curve, on the 
other hand, which faces a competitive producer, is perfectly 
elastic and so, he expands his output without the fear of not 
being able to sell and stops only when the marginal cost is equal 
to the price and also it is equal to the minimum average cost. 
Hence, in the long run, when the competition is perfect, there 
will exist a number of firms of optimi& size—each producing 
at minimum average cost, whereas, when the competition is 
monopolistic, firms of less than optimum size, as we have said 
before, will exist. 
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SPECULATION 

What is Speculation ? SpecuII,tion or dealing in futures 
means buying and selling ^commodity (in anticipation of 
future events) with a view to make profit from the difference 
between its present and future price, ^speculator, in order to 
make profit from- such difference in the price of a commodity, 
will buy or sell a commodity when he anticipates a rise or a 
fall in its price in future. 

The growth of a speculative market is greatly facilitated 
when the commodity is gradable and is a staple product having 
a regular demand. Speculation is also encouraged when the 
supply of a commodity is irregular and uncertain. 

Economic Functions of Speculation s Production in 
these days has become extremely i-ound about and the manu¬ 
facturers have to produce in anticipation of future demand. 
This involves no small risk, for, future events may falsify such 
anticipation and in consequence, instead of making profits they 
may incur losses. Such risks hinder productive activities. 
Speculation greatly benefits the society by cleminating these 
risks and thus promoting smooth course of consumption, pro¬ 
duction and exchange. For, the most important and significant 
economic function of speculation is to promote the establish¬ 
ment of equilibrium between supply and demand in the 
market, by reducing the fluctuations in the prices. 

Violent fluctuations in the prices are eliminated in the fol¬ 
lowing way : when, for instance, there is likelihood of a rise 
in the price of a con^odity, the speculator buys the commo¬ 
dity at once for future use. This leads to a rise in the price 
of the commodity now and checks consumption. The future 
rise, therefore, is not so great or sudden as it would otherwise 
be. Similarly, when a fall in the price is anticipated, he res¬ 
tricts his purchase of the article now and decides to buy later. 
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This leads to a fall in price now and encourages consumption. 
The fall in price in future will not be so severe or sudden as it 
would otherwise be. Such activities of the speculators pre¬ 
vent sudden fluctuations of prices and bring proper adjustments 
between demand and supply of a commodity. In technical 
language, when a speculator ahK^ates a fall in the price of a 
commodity he will “sell short,” i.c., he will enter into a con¬ 
tract to deliver at a future date goods which are not in his pos¬ 
session now. A sudden slump in future price may thus be avoid¬ 
ed if several speculators sell ‘short*, for such action of theirs 
would depress the price and gradual decline in price would 
encourage consumption and to a certain extent absorb the ex¬ 
cess supply of the commodity. The speculators who speculate 
for a fall in price are called the ‘bears’. Bears pull down prices. 

A speculator will ‘buy long* when the price of a commodity 
is low and he anticipates a rise in price in future i.e., he will 
buy more than what is required at present with a view to sell 
at a profit at a future date. A sudden sjntrt in future price 
may be avoided if several speculators thus ‘buy long*, for, their 
action would send up the price and this would check consump¬ 
tion and secure a better adjustment of the demand and supply. 
The speculators who speculate for a rise in price are called 
the ‘bulls’. Bulls toss up prices. 

The speculators thus take the risk of anticipating future 
changes in demand, supply and prices of commodities and en¬ 
deavour to stabilise prices and hence, help the society enor¬ 
mously. 

Activities of expert and well-informed speculators also serve 
as a guide to the manufacturers. For, they will produce a com-' 
modity more or less according as the spfculators foresee a rise 
or fall in its demand, and hence, begin to buy or sell it. In 
this way, they also help to secure a better allocation of resources 
between different commodities. 

Speculators also relieve the manufacturers of the anxiety 
of the fluctuations in the prices of raw materials which may con- 
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vert their profits into losses. For, they themselves assume the 
risks and enter into future contracts with the manufacturers 
for future delivery of raw materials at a fixed price. Production 
thus, is increased by^he assumption of the risks by the specula¬ 
tors. The manufacturers them^ves may also enter into what 
are known as ‘hedging c^pirfacts".^ 

Just as the dealings in produce |xchanges benefit the pro¬ 
ducers of a commodity so the speculation on the stock ex¬ 
changes in securities of various kinds promotes healthy invest¬ 
ment of capital. The Stock Market quotations are a very 
helpful guide for the lay investors desirous of profitable invest¬ 
ment of their savings. Speeulation in the ‘futures’ market has 
also a stabilising influence, since it helps to maintain an equili¬ 
brium between the present and future prices of securities. ^ 

Evils of Speculation : No doubt legitimate speculation 
greatly helps productive activities and is beneficial to the so¬ 
ciety. But illegitimate speculation f.e., speculation by igno¬ 
rant and ill-informed and reckless persons is equally harmful to 
society. These persons in order to make abnoimal profits often 
indulge in gambling and their activities result in severe fluctua¬ 
tions in prices. They often endeavour to artificially manipulate 
prices with a view to make large profits but such actions are 
extremely detrimental to the society as a whole. Unscrupu¬ 
lous speculators often spread false rumours and also try to 
‘corner* a commodity in order to earn monopoly profits. Spe¬ 
culation in the stock exchanges by unscrupulous speculators is 
fraught with grave possibilities in as much as it affects both 
the investment of capital and employment. The function of a 
stock exchange is to secure easy transferability of shares and 

1 When, for instance^ a miller buys wheat for his business, he may also sell 
it for future delivery, that is, at the time when he hopes to be ready with 
the finished product, so that, If for some reason or other, the price of wheat 
falls, the loss resulting from a consequential fall in the price of wheat flour is 
offset by his gain in selling wheat at a price higher than the prevailing low 
price in the market. 

2 Contracts in which delivery of goods is to take place at some future 
dale are known as ^futures*. 
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to ensure flow of capital into productive investment. But spe¬ 
culative activities may result in undue fluctuations in the value 
of shares—the operations of the ‘Bulls’ or the ‘Bears’ may 
create undue optimism or pessimism. A great advantage of 
competitive speculation is thatCt improves upon the distribution 
of consumption over time but wheV^eculation is aggressive or 
monopolistic, instead of ironing out me price differences, it ag¬ 
gravates such differences Ibd the competitive forces are not al¬ 
lowed to bring about an equalisation of prices over time and 
space. Such aggressive speculation also prevents the most ad¬ 
vantageous allocation of resources and hence, is very harmful,' 

Remedies : While legitimate speculation is beneficial to 
the society, illegitimate speculation is positively harmful and 
steps should be taken to stop such speculation. But so far no 
satisfactory remedies have been suggested. Suitable legisla¬ 
tion hardly proves effective in stopping such speculation. Ille¬ 
gitimate speculation or gambling may, however, be checked by 
prohibiting dealings in futures altogether but this is not desir¬ 
able, for, in that case the society has to forego the various ad¬ 
vantages of such dealings in futures. Hence, the most effec¬ 
tive remedies seem to be to develop the sense of social respon- 
sibUity of the people and to create public opinion against gam¬ 
bling sufficiently strong to put a stop to it. The evils of spe¬ 
culation in the stock exchanges may be remedied by proper 
scrutiny by responsible stock exchange committees and through 
revision and enforcement of the rules made by the exchanges 
themselves. Greater regularity of production of all industries 
would also to a considerable extent, lessen speculation by les- 
.sening price fluctuations. Finally, the evils of monopolistic or 
aggressive speculation can be remedied by what Lerner calls 
'counter-speculation.’^ 


^Lernet describes specuktioD as aggressive or ntonopolistic, when a few 
ridi and powerful penons, with a view to make large profits endeavour to 
manipulate the market price by thdr own bulk transactions. 

^ Lemer—The. Economics of Control. 
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The government, that is to say, can prevent manipulation 
of prices by a few powerful speculators by setting up an agency 
of its own with a view to fix up appropriate prices and guaran¬ 
tee them to the buyers and seller. Such statutory price-fixa¬ 
tion backed by the resources of the government will succeed in 
remedying the evils of aggl^sive speculation. 



BOOK V 

CHAPTER 20 

THE THEORY OF DISTRIBUTION 

The Meaning of Distribulioii : The agents of production, 
namely, land, labour, capital a'Hd organisation, acting in co¬ 
operation with one another, prodifee the National Income. ^ 
The problem of distribution, therefore, is the problem of distri¬ 
buting this Income amongst these four factors of production. 
What, that is to say, is produced by these factors, acting in co¬ 
operation with one another, is divided among them as their 
earnings, viz., land earning rent, labour earning wage, capital 
earning interest, and organisation earning profit. Obviously, 
the larger the National Income, other things being equal, the 
larger will be the share of each of these four factors of pro¬ 
duction. 

The theory of Distribution has, therefore, to explain how 
the National Income fiows through different streams and reaches 
the four main social groups, namely, the landlords, the labour¬ 
ers, the capitalists, and the entrepreneurs. 

1 There are, however, certain differences of opinion as to the concept of 
National Dividend or National Income. For instance, according to Marshall, 
National Divitlend means the net Jiggrcgtita of gwds and services produced 
during the year. “The labour and capital of a country”, says Marshall, “act¬ 
ing on its natural resources pro<lucc annually a certain net aggregate of com¬ 
modities, material and immaterial, including services of all kinds.” Tliis net 
aggregate, according to Marshall, is the National Dividend. 

Prof. Fi.sher defines National Dividend as that |)art of the annual pro¬ 
duce of the community which is directly consumed during the year. It is thus 
the ‘net consumable income’ during a year. 

According to Prof. Pigou, by National Dividend is meant, “that part of 
the objective income of the community, including, of course, income derived 
from abroad, which can be measured in money.” 

It may be said, that while Marshall’s definition ^ more logical and usually 
accepted in theoretical discussion, Prof. Fisher’s definition is useful for cer¬ 
tain purposes, e.g., it is useful when we want to compare the standard of 
living in one year with that of another year. 

Prof. Pigou's definition, though he uses the term in a narrow sense, and 
' has certain defects, (e.g., it excludes the personal services), is very helpful 
for purposes of calculation and is generally accepted by the statistidons. 
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It should, however, be noted that the theory of Distribu¬ 
tion is a theory of pricing of the productive services and, in this 
sense, it is an extension of the theory of value, studying the 
forces which govern the prices of the factors of production. It 
does not study how an indivuM^'s income is determined. The 
theory of distributionHhw^lfcals with the problem of junctional 
distribution, that is, with the problem of detennination of the 
earnings of the factors of production, and not with that 
of the personal distribution, that' is, with the problem of the 
distribution of an individuars income. 

The problem of distribution, thus, is the problem of pricing 
of the productive services of the factors of production. While 
studying the theory of value, we have seen, that different 
amounts of a commodity will be demanded by consumers at 
cliflferent prices, and ultimately, the value of a commodity is 
determined by the conditions of demand for and the supply of 
the commodity. In the same way, the price a firm, or a pro¬ 
ducer, has to pay for the services of a factor of production, will 
depend upon the conditions of demand for and supply of this 
factor at different prices. 

Demand for the Productive Services of a Factor : The 
services of a factor of production are demanded not for their 
own sake but for the production of commodities ultimately to 
be consumed by the people. The demand for the services of 
any factor of production will be great or small, according as the 
demand for the consumer’s goods in the production of which it is 
used (along, of course, with other factors) is more or less. The 
demand for the productive services of a factor, thus, is a deriv¬ 
ed demand. The relevant question which presents itself now 
is; what consideffetions will govern a producer’s demand for 
the services of a factor of production, or, in other words, how 
long will he continue to employ the services of any factor of pro¬ 
duction ? The National Dividend, or the National Income, is 
distributed amongst the agents of production, observes Mar¬ 
shall, “in proportion to the need which peopl^ have for their 
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several services, i.e.» not the total need, but the marginal need.’* 
By marginal need is meant, “the need at that point at which 
people are indifferent whether they purchase a little more of 
the services (or, the fruits of ^rvices) of one agent, or devote 
their further resources to purcnaS^g the services (or the fruits 
-of services) of other agents.” This >nngs the question of de¬ 
termination of the margiijjil productivity of a factor, and, we 
should, therefore, discuss the theory known as the Marginal 
Productivity Theory of Distribution. 

Marginal PrcNiuctivity Theory of Distribution : Each fac¬ 
tor of production, according to this theory, is paid for its services 
the sum equal to the value of its marginal net product. Obvious¬ 
ly, the demand price which a producer will offer for the services 
of a fa-ctor of production will not be governed simply by its 
productivity. It is governed by its productivity at the mar¬ 
gin, or its marginal productivity. Just as a buyer ceases to 
buy a commodity when its marginal utility to him becomes 
equal to the price he has to pay for it, in the same way, a pro¬ 
ducer will cease to employ any more unit of a factor when its 
marginal productivity becomes equal to the price he has to pay 
for its services. The earnings of any factor of production for 
its services thus tend to be equal to the value of its marginal 
product. 

How are we to determine the marginal productivity of a 
factor ? The marginal productivity of a factor is equal to the 
value of the additional product which a producer obtains by 
employing an additional unit of that factor at its existing 
price, while the supply of all other factors remains constant. 
The marginal product of a factor, thus, is the net addition 
made to the total revenue by the last unit of the factor em¬ 
ployed. 

To put the same thing in another way. The number of 
upits added ,to the total output when one more unit of a factor 
of production is employed is the marginal physical product. 
Hy mutiiplyingdhis number of units by the price of the product 
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we can know the marginal gross value of the product. And, we 
can know the marginal net product of the factor, if wc deduct 
from this marginal gross value product, all other additional 
costs except the payment made to the added unit of the factor. 
^*The marginal net product oLmy factor is the net value of the 
contribution to output nq^fle by a marginal unit of the factor 
when combined with the appropriate quantity of other factors ; 
a ^‘marginal unit” being unit of tne factor when engaged in 
the least productive use to which it is put; and ‘net value* be¬ 
ing understood to mean the total value less the cost of extra 
units of the other factors.’* ^ 

It will, therefore, be profitable for a producer to employ 
additional units of any factor so long as the marginal cost he in¬ 
curs, in order to employ the additional uni^ is less than the 
marginal productivity of the factor. But continuous employ¬ 
ment of additional units of any factor will not result in propor¬ 
tionate increase in the output. Sooner or later, the law of 
diminishing productivity will operate, that is, just as the uti¬ 
lity of a commodity diminishes when one gets more of it, so 
the productivity of any factor of production will diminish when 
more and more of it will be employed. The output may in¬ 
crease as a result of employment of more and more units of a 
factor (while the supplies of the other co-operating factors re¬ 
main constant)- but, sooner or later, a time will come when 
employment of further units will result in an increase in the 
output but less than proportionately. And, the producer will 
cease to employ any more units of it when his marginal cost 
becomes equal to the marginal productivity of the factor. The 
marginal productivity of the factor thus is measured by the 
net amount added to the total revenue by the last unit em¬ 
ployed, and the prife the producer pays for the productivity 
of this unit will be, assuming perfect competition, the price of 
all other units of the factor. 

It should, however, be noted that the rate at which the 
marginal productivity of a factor diminishes depends upon the 


^ CMmcross—Iutroduction to Economics, p. S29. 
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ease with which the additional units of it can be substituted 
for other factors. In other words, it depends upon its ‘^subs¬ 
titutability.” In order to maximise his profits, a producer will 
alter the quantity of the factors he employs, and he will continue 
to do so until the price he l:^'s:;^o pay for each unit of them 
becomes equal to their marginal n'^t prodiicts. In equilibium, 
therefore, the earnings of each factor' will be equal to its mar¬ 
ginal productivity, This,^in other words, is to say that a ne¬ 
cessary condition of equilibrium is that the producer must be 
using the least cost combination of the factors of production. 
If he is likely to gain by employing more labour and less capi¬ 
tal, or more capital and less labour, then his firm is not yet in 
equilibrium in respect of its demand for the factors of produc¬ 
tion. 

Criticisms t The theory of Marginal Productivity has 
been criticised on several grounds. It is said, that the theory 
presupposes that the proportions in which the factors of pro¬ 
duction are combined can be varied, and also it is possible to 
measure the productivity of each factor of production. But 
neither of these assumptions is valid. For, the amount of diffe¬ 
rent factors to be combined in production is determined by the 
technical co-efficients of production. Variation in the use of 
one factor, without a corresponding variation in the use of the 
other co-operating factors, is unlikely to yield more. Again, 
we cannot disentangle the contribution of a single factor when 
it is used in conjunction with other factors. Can we, for in¬ 
stance, say, how much of the wood cut by a lumbei’man is to 
be attributed to his labour, or how much to the capital sunk in 
the axe, or, how much he obtains due to the fertility of the 
soil ? ^ Obviously, we cannot, and the marginal analysis helps 
us neither, since without the axe, i.e. if h^ does not possess an 
axe, no timber can be cut and hence, the lumberman’s produc* 
tivity will be nil! How can we, again, determine the produc¬ 
tivity..of the axe, if he possesses it? i^oduction is thus the 

^ This example, taken from the Introduction to Economics by A. Ci^mcross 
(p. nicely illustrates the point.. 
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result of co-operation of all these factors and, taken singly, no 
factor can produce anything. Every product is a joint product, 
and cannot be attributed either to capital, to labour or to the 
land taken singly. The theory of marginal productivity states, 
observes Maurice Dobb, that ** gi3ie n a certain relation bet¬ 
ween the supply of various fact^ifsof production, the total value 
produced must be shared ii^^ particular way. If one can as¬ 
sume the supply of the various factors b§ "constants*, the theory 
is adequate. But in practice one cannot make this 
assumption, and the theory tells one nothing about the way 
that variations in these factors are themselves related, which 
is the fundamental issue.” ^ Secondly, it is asked, does the 
marginal net product afford an accurate measure of the services 
of a factor ? Supposing we withdraw a single unit from pro¬ 
duction, will it not disorganise the business as a whole and con¬ 
sequently, diminish the productivity of all other factors ? Cer¬ 
tainly it will, and this simply means that diminution in the 
total output consequent upon the withdrawal of the marginal 
unit will be much greater than can be attributed to that unit 
alone. We are, therefore, led to the obvious conclusion that, 
the sum of the marginal net products of all factors determined 
separately will be greater than the actual total product, surely 
an impossibility ! 

When, however, the units are not lumpy, that is, not indivi¬ 
sible, but are infinitesimally small, withdrawal of one unit may 
not disorganise the business appreciably, and thus may not also 
affect the productivity of the other co-operating factors appre¬ 
ciably. 

* 

Thirdly, how to measure the marginal productivity, when 
the commodities are produced under conditions of increasing 
returns ? Under suck circumstances, it is likely, that given 
sufficient time for adjustment, the marginal productivity of a 
unit of any factor will be considerably less to a particular firm 
than that to the indust.ry as a whole, which will be in a position 

1 Maurice Dobb,—Wages, (10S8) p. 84. 
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to secure the advantage of the additional unit and the consequent 
economies of the scale. 

Fourthly, the theory of marginal productivity ignores the 
influence of supply of the factors and seeks to explain the in¬ 
fluence of the demand in dtkrmining the earnings of the fac¬ 
tors taking the supply as givenSiJBut in fact the supply of the 
factors are not fixed. Instead, it ^ries considerably in accord¬ 
ance with the prices of^^red to secure them. 

It is thus clear that the marginal productivity, or the mar¬ 
ginal net product of any factor, depends upon several other 
factors besides its productivity as such. Finally, the assump¬ 
tions of homogeneity of all the units of the factors, and their 
substitutability at the margin, are as unreal as are the assump¬ 
tions of the prevalence of perfect competition and existence of 
full employment. 

We have so far discussed the theory of marginal producti¬ 
vity on the assumption of the existence of perfect competition. 
But when the competition is imperfect, the price which will be 
offered to the factors will not be equal to their marginal pro¬ 
ducts but less than those. We should, therefore, discuss briefly 
the problem of Distribution, or of pricing of the factors of pro¬ 
duction, when the competition is imperfect. 

Prices of the Factors when the Competition is Imper¬ 
fect : Not infrequently, it is found that the number of buyers 
of raw materials, for example, of minerals, or of labour, etc., 
are very few, that is, on the buying side there exists an element 
of monopoly in these markets. In such circumstances, a mono¬ 
psony, t.c., a .single buyer, is in a position', to exploit the factors 
of production of which he is the sole buyer, that is, he may pay • 
these factors less than the full value of their marginal products. 
The demand curve which faces a firm ^vhen the competition 
is imperfect, is, we know, less than perfectly elastic. And the 
marginal revenue product, that is, the amount ivhich is added 
to the firm’s total revenue when one more unit is added to the 
aU^ady employed units is equal to the value of the additional 
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unit of the product minus the loss due to the decreased price 
of all previous units of it. When the competition is imperfect, 
the marginal revenue product of a factor is less than the value 
of the additional product, that is, the value of the marginal pro¬ 
duct. Under imperfect competitiop therefore, there exists such 
exploitation and the factors less than the value of their 
marginal products. 

It is also possible that when the cimpetition is imperfect, 
a monopsony may be in a position to buy each unit of any fac¬ 
tor by paying the lowest price it is willing to accept, instead 
of paying the same price to all* the units of the factor. In 
other words, monopsonistic exploitation or exploitation by a mo¬ 
nopsony, may as well, take the form of price discrimination. 
Possibility of such price discrimination will obviously be more 
when the sellers are separated geographically, and thus, are not 
in a position to compare the prices with one another. 



CHAPTER 21 
RENT 


The Concept of RenC^widysed : The Modern View s 
By rent is commonly meant nl^ncome derived from the 
ownership of land and other free gifts of nature. Land, a free 
gift of nature, simply Exists, and does not need any payment 
to overcome any disutility, as is necessary in the case of labour 
or capital. Land, that is to say, does not need any such pay¬ 
ment as an inducement to exist. That is why the term rent has 
always been associated with an income from land. 

There is, however, no reason why the term rent should be 
reserved and used in connection with land alone. Any income 
earned by any unit of a factor of production, other than land, 
which is in the nature of a surplus, that is, excess over what 
is necessary to pay to the last unit of the factor to retain in its 
present bccupation, is rent. The surplus of receipts, which a 
unit of a factor of production gets over its minimum supply 
Xirice, thus, is rent in economics. And such a surplus may as 
well be earned by factors other than land. For instance, sup¬ 
pose that Mr. A is willing to do a particular type of work, for, 
say, Rs. 100 per month. Suppose, further, that the 
demand for the product he is engaged in producing 
increases necessitating employment of more workers. 
But these workers are not willing to work, unless 
they arc paid a sum of Rs. 125 per month. Obviously, now Mr. 
A also will receive Rs. 125. Hence, this sum of Rs. 25, that is, 
the difference between the amount which he now gets and that 
for which he was willing to work, arising because of the greater' 

demand for the services of other workers is the rent which Mr. 

c 

A earns. 

Hence, it is only when the supply of any factor of produc** 
tion is less than perfectly elastic, that rent arises. If we as¬ 
sume perfectly elastic supply of any factor, then naturally 
there will be but one supply price of that factor, the maiket 



RENT 


S29 


price, and at that price more units can be obtained if the de¬ 
mand for the factor increases. But what happens when the 
supply is less than perfectly elastic ? Obviously, at first only 
those units will be used whose sup^ price is lowest, and these 
units earn no rent. But supmj^lng the demand increases ne¬ 
cessitating employment of Jidfner and higher-priced units of 
the factor. Naturally, those units who^ supply price is lower, 
will, in such circumstances, also be paid the same market price 
which is paid to those higher-priced units which are just forth¬ 
coming, and thus will earn a surplus, that is, rent. 

Ricardo’s Theory of Rent : There are certain proper¬ 
ties inherent in land, e.g., heat, light, etc., which do not depend 
upon human effort. All lands, however, do not possess these 
properties in the same proportion. Some are, therefore, more 
fertile, while others are less fertile. Superior or more fertile 
lands, thus obtain a surplus because of their differential advan¬ 
tages in production over inferior or less fertile lands. This sur¬ 
plus, according to Ricardo, is rent. In the words of Ricardo, 
“that portion of the produce of the earth which is paid to the 
landlord for the original and indestructible powers of the soil” 
is rent. 

The question of payment of rent, however, does not arise 
so long as there is no scarcity of best lands by cultivating which 
the demand for food is satisfied. But the supply of best land 
is limited, and assuming increased demand for food, due to in¬ 
creased population, less fertile, that is, the next best lands, will 
naturally be brought under cultivation to meet the demand for 
food. Or, recourse may be had to intensive, cultivation of the 
best lands. But sooner or later, the law of diminishing return will 
come into operation, and the additional doses of labour and 
capital employed in t^e same land will yield less than propor¬ 
tionately. 

In either case then, that is, either bringing more and more 
inferior lands under cultivation, or applying more and more 
labour and capital in tfie more fertile land, production will mean 
production at increased costs since in either casei the law of 
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diminishing return will operate. And the process i.a., either 
bringing more and more inferior lands under cultivation, or, em¬ 
ploying more and more labour and capital in the 
same land, will continue so long as it is considered 
profitable, that is, as rohiL as the price of the pro¬ 
duce is more than the av^ge costs of the marginal 
land. When, however^ the price will be equal to the average 
cost of the marginal land, or of the marginal dose of labour and 
capital in case of intensive cultivation, no further cultivation of 
still inferior lands, or application of labour and capital on the 
same fertile land will be made since, in either case, that will 
mean positive loss. In either case, again, that is, whether we 
resort to extensive, or to intensive cultivation, rent will arise. 
In the first case, that is, when land is cultivated extensively, 
the average costs of the superior land will obviously be lower 
than the average costs of the marginal piece of land, and hence, 
there will arise a surplus to the superior land, which is rent. 
Similarly, in the second, case, that is, when we resort to in¬ 
tensive cultivation, this surplus will arise in respect of the 
earlier doses of labour and capital employed (yielding more at 
lower cost) over the marginal dose. This surplus will be rent. 

It is thus possible to explain this concept of rent with re¬ 
ference to both extensive and intensive cultivation. The lower 
will be the average cost of the superior land, (or, of earlier doses 
of labour and capital in case of intensive cultivation) relative¬ 
ly to the marginal cost, that is, the average cost of the mar¬ 
ginal piece of land, the greater will be this surplus, i.e., the 
rent. It is, however, to be noted that no such surplus would 
be possible were there no such law in operation as the law of* 
diminishing return, because, in that case, there would not be 
any differential surplus since only the best lands would be culti¬ 
vated to meet the demand for food. 

Rent, or the producer’s surplus, is thus the surplus in 
produce which accrues to the superior Itinds over the produce 
‘of the marginal land, assuming, of course, that the area is the 
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same and that, the doses of labour and capital applied also are 
the same. 

It is clear from the above discussion, that rent, as it was 
understood by Bicardo, does no^nd cannot enter into price. 
Instead, it is itself governed bj^^ice. Rent is a price-deter¬ 
mined surplus and thus cae^fot and does not enter into price. 
The price of the product, under perfect competition, will be 
equal to the marginal cost of producuon, that is, the cost of 
production on the marginal land, which obviously would be 
withdrawn from cultivation, if the price of the produce does 
not cover the cost of production. And, since rent is a differen¬ 
tial surplus, no rent is paid by the marginal land and obviously, 
therefore, rent is not an element in the cost of production. This is 
why, it is said, that the rent is a price-determined surplus and 
does not, therefore, enter into price. High prices are, there¬ 
fore, causes of high rent but not vice-versa. When the cost of 
production on the marginal piece of land is high, the price of 
the product will also be high, yielding, therefore, a surplus, 
that is, rent, to the superior lands (whose cost of cultivation 
is lower than that of the marginal land). 

Criticism : In the first place, it is asked, does land really 
possess ‘original and indestructible’ properties for the use of 
which, a part of the produce, that is, the rent, is paid to the 
landlord ? Continuous cultivation, it is argued, exhausts the 
fertility of the soil. These properties are, therefore, not indes¬ 
tructible. Human efforts, again, add to the fertility of the 
soil. Granting, therefore, that land does possess some inherent 
properties due to climate, humidity, etc., how can we determine 
the properties which are ‘original* and thos'e, which are the re¬ 
sults of human efforts ? These are obvious questions which the 
theory does not anslTer. 

Secondly, there is no reason to suppose, as did Ricardo, 
that best lands are invariably cultivated first, and then the 
lands of less superior fertility, and so on. It is not fertility 
alone which always determines which land is to be cultivated 
first. Situation is also an important factor which is taken 
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into consideration. Those lands, which are situated near hu¬ 
man habitation, obviously will be preferred more and, therefore, 
will be cultivated first, even if they do not happen to be the 
most fertile. 

Thirdly, Ricardo’s thecny^jmt rent is governed by price, 
and does not enter into price is no^ always true. Rent can be 
said to be price-detern^ped, and not price-determining, only if 
we are thinking of land in general, otherwise not. The under¬ 
lying idea of his statement, that “Corn is not high because a 
rent is paid, but rent is paid because com is high”, is that in¬ 
creased demand for food brings inferior i.e., less fertile lands 
under cultivation, and since the cost of cultivation of these 
lands will be high, which the prices of the corn must cover, the 
superior lands with lower cost of production, will obtain a sur¬ 
plus, which is the rent. Rent, thus, is a surplus over the cost of 
production. Land being a free gift of nature involving no dis¬ 
utility to overcome which payments need be made, its supply 
price is zero. Any payment, therefore, which has to be made 
^r the services of land, thus, does not constitute a part of its 
cost of production. 

This, however, would be true, that is, rent could be re¬ 
garded purely as the result of the price of the product, and 
not a cost factor influencing either the output or the price, 
provided it is assumed, firstly, that the supply of land as a 
whole is under consideration, and secondly, that land is capable 
of producing only one product. If these assumptions are made, 
then only any surplus equal to the difference between the price 
of the product and the cost of production, may be regarded as 
rent. But such assumptions are obviously unreal. Land has 
several uses and more than one crop can be grown on land. 
Granted this i>ossibility which is real, the^supply price of land 
will cease to be zero for any one purpose. That is, land can be 
rented for growing rice only if its use is denied to other crops, 
say, wheat, etc., and, in that case, the rent which it might yield 
. under most profitable of these crops, that is, the transfer cost 
cif land, does |nter into the cost of production and hence, idso 
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into the price of rice. If, however, this ‘transfer cost’ is not met, 
the land will cease to be available for growing rice, and will sim¬ 
ply cross the margin of transference into the next most profitable 
use—may be, for growing whea||iOr any other thing. Hence, 
if we think of land in general^^nomic rent is a surplus de¬ 
pending upon its differenri^ advantages of fertility, situation 
etc., over other pieces of land. But^ we think of partictdar 
agricultural products, rent is nqt a surplus over the cost of 
cultivation, but is itself a part of the costs, and thus it governs 
and is not governed by the price of the product. That part 
of rent which represents its ‘transfer price* or the ^opportunity 
price* should be considered as a part of the cost of production 
and, therefore, price-determining. 'There would not be any 
such element of ‘opportunity price* or ‘transfer price* in rent, 
if alternative uses of land were ruled out. And in that case, 
rent would be a surplus above the cost of cultivation, and 
hence, would be price-determined and not price-determining. 

Rent of Mines s Mines, like agricultural land, are also 
free gifts of nature and in mines also the law of diminishing 
return operates in the sense that, when additional doses of 
labour and capital are applied, the yield increases but at a 
diminishing rate. But there is one important distinction viz., 
when worked, sooner or later, the mines will be ^exhausted, 
whereas, agricultural land, if properly cultivated, retains its 
fertility and hence, the question of exhaustion does not arise 
in case of agricultural produce from land whose supply is 
perennial. 

How, then, is the rent of mines to be determined ? The 
yield obtained from mines and quarries is different from the 
yield obtained from land. For, while the supply of agricultural 
produce from land is^perepnial, the more intensively the mines 
will be worked, that is, the more minerals will be taken out 
from within, tiie less will remain in the reservoir and, sooner 
or later, these will be completely exhausted or empty. There 
are thus no indestructible properties of mines giving rise to 
rent. It is, however, possible that one mine may have some 
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differential advantages e.g., better situation etc., over other 
mines giving rise to a surplus analogous to rent. like the rent 
of agricultural land, the rent of mines also can be calculated 
both with reference to extensive and intensive margins, that is, 
by comparing different minei^ll^|by examining the working of 
the same mine more intensively application of additional 
doses of labour and cap^al. 

The payments made by a lease holder of a mine, there¬ 
fore, include, firstly, the royalty, which is calculated in propor¬ 
tion to the minerals taken out from the mine and secondly, 
the dead rent i.e., the annual rent, calculated in the same way 
as the rent of agricultural land is calculated.^ 

Rent of Fisheries : 'The law of diminishing return also 
operates in fisheries, in the sense, that as a result of applica¬ 
tion of additional doses of labour and capital the returns in¬ 
crease but at a diminishing rate. And there may be differential 
advantages in respect of fisheries also—some being superior, 
that is, easily accessible with plenty of stock, and others in¬ 
ferior, that is, inaccessible and with poor stock. The superior 
ones, therefore, will earn a surplus equal to the difference bet¬ 
ween their yield and that of the marginal fishery. Similarly, 
an intensive margin may also be found by application of suc¬ 
cessive doses of labour and capital in the same fishery. And 
the surplus earned by application of the earlier doses of labour 
and capital over the marginal dose, will constitute rent. 

Other Types of Rent t The term rent has been used to 
denote different types of income. We have discussed what is 
meant by economic rent. It may be helpful if a brief refer¬ 
ence is made to the different senses in which the term is used. 

Contract Rent : The owner of any durable good e.g,, a 
machine, a house etc., may, instead of uslhg it himself, hire it 

1 Opinions, however, differ as to whether the royalty should be regarded 
as rent or not. Since .royalty is paid as a compensation for the exhaustion 
of the mine, according to Marshall, it cannot be regarded aa rent. But since 
any payment, either rent or royalty, cannot be made by the poorest mine, 
tlm royalties which are paid for the well-known mines tue, according to 
Tausag, of the mture of rent. 
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out to somebody else in return for an agreed periodical pay¬ 
ment. This is known as contract rent. 

Thus a landlord may also lease a piece of land to a tenant 
for an agreed period who contrafl|p to pay him a fixed sum dur¬ 
ing this period. 

This contract rent inemdes, besides economic rent, that is,, 
the sum which is paid for the use of th^land, other payments e.g, 
interest on the capital which might have been invested by the 
landlord; payments for the supervision of the land which he 
has to make etc. 

Scardty Rent : Rent is a price which, according to some,, 
is paid for the use of land because of its scarcity of supply in re¬ 
lation to its demand. There would not be any such payment 
were there no scarcity of land, and all lands were equally fertile 
and had similar situational advantages. Scarcity rent thus 
arises simply because, in reality that is not so, and there is 
scarcity of supply of land relatively to its demand. 

Differential Rent : By differential rent is meant the sur¬ 
plus which the superior land gets over the marginal land as¬ 
suming, however, that the area is the same, and the doses of 
labour and capital applied also arc the same. 

Differential rent may also be measured by the differences 
between the returns obtained by application of additional doses 
of labour and capital and that obtained by application of the 
marginal dose to the same piece of land. 

Location Value ; Two pieces of land, equally fertile and 
therefore, equally productive, may be located at different 
places. For example, one near the market or the railway sta¬ 
tion, and the other it a great distance from the market or the 
station. In this case, th6 first piece of land, that is, the one 
which is near the market or the station, will command a higher 
rental since the cost of transport of the products will be less. 
The sum equal to the difference in the cost of transport will thus^ 
be an addition to the economic rent of the lanjj located near 
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the market or the station. This additional rent due to better 
location of any piece of land is called l^caikm Value. 

Location value in case of retail store sites depends upon 
the advertising costs, rate of^t^inover, that is, the number of 
times the same value quantity OT^oods which can be bought 
and resold during a year, etc. 

K ^ 

Urban Site Rent : Like agricultural lands, in case of 
urban lands also, high rentals are commanded by those areas 
which have some situational advantages over others. For 
example, some areas are associated with some social distinction 
and hence, may be popular for residential purposes. Some, 
again, may have some differential advantages over others for 
shopping purposes, that is, either because of sheer habits or 
because of laziness, people may prefer to buy in those localities 
and not elsewhere, even if they have to pay a little higher price. 
These sites thus may command high rentals. Similarly, for 
the sites where the rate of turnover is high (although the price 
is low), high rent may be obtained. 

One thing should, however, be noted. There is a difference 
between the location value of agricultural land and that of the 
urban sites. The former i.€., the location value of agricultural 
land is due to its nearness to a market or a station and thus 
mainly a function of cost of transport. The latter, that is, the 
location value of the urban sites contains a distinct monopoly 
element in it. It may be clear from the following : 

Because of sheer force of habit or laziness, people trade in 
those localities which are most convenient to them. Ownership 
of a site in these areas thus carries with it a partial monopoly 
of the trade of this group of people, and nence, higher rental 
is possible in these localities. This, that is, enjoying high site 
rents would not be possible if people would buy from the dealer 
offering goods at the lowest price regardless of his location. In 
that ease, the difference in, site rent in different parts of a city 
would be due aonly to the difference in transport costs. 
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Unearned Increament s Not infrequently, value of land 
rises but for this rise the owners are not in the least responsible* 
When, for instance, in any locality industries grow or other 
improvements e.g., improvements in communication, building 
of better roads, etc., are mad^j^he value of the land in that 
area registers a rise. The qji^ners of these lands thus earn an 
income because of the higher value of land, although, they are not 
in any way responsible for these inif^rovcments, i.a., although 
these improvements are not the results of their efforts. That 
is why such extra earnings are called unearned increments. 

Thei*e is, thus, a strong case for taxing these unearned in¬ 
crements in rents which the owners enjoy. And even confis¬ 
cation of these incomes by the state is advocated by the socia¬ 
lists. But there are certain practical difficulties. For instance, 
a part of the rise in the value of land may also be due to the 
expenditures incurred by the owners themselves, or possibly by 
the land speculators to improve them. How then can we Imow 
how much of the rise in the value of land is earned and how 
much is unearned ? Again, is the state prepared to pay com¬ 
pensation if there is any loss due to a fall in the value of land ? 
These are the questions which surely raise certain practical diffi¬ 
culties. 

Quasi-Rent t The supply of durable goods like plants, 
machinery etc., is. in the short period fixed and cannot, there¬ 
fore, be adjusted to demand if there is a sudden increase in it. 
The earnings of such durable goods, therefore, are analogous 
to rent f.c., the earnings of land whose supply is fixed. The 
term quasi-rent has been used by Marshall to describe the earn¬ 
ings of those appliances of production whose supply is tempo¬ 
rarily fixed. On thegone hand, the producers do not have the 
time to increase these appliances if the supply of them is less; 
and on the other, if the supply is more relatively to the demand, 
some of these appliances have to remain imperfectly employed, 
since, there is not the time for the supply to be much reduced 
by gradual decay and by conversion to other uses. The earn- 
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ings of these appliances thus during those times, do hot /or 
the time aifect perceptibly their supply, nor therefore, the price 
of the goods produced by them : These incomes are a surplus 
-of total receipts over the Prime (money) costs governed by 
relations of demand and supf^i^for that time. And this sur¬ 
plus or excess, says Marshall, ‘^In^nough resemblance to that 
'excess value of the produce of land over the direct cost of rais¬ 
ing it, which is the basH of rent as ordinarily understood, to 
justify us in calling it a Quasi-rent.”^ 

Strictly speaking, however, such incomes are different from 
what is known as rent proper. This is firstly because, the sup¬ 
ply of land is fixed for all time to come but the supply of these 
goods is fixed only temporarily, that is, if we take into consi¬ 
deration a short period within which the supply has not time 
to be adjusted to increased demand. But if we take into con- 
.sideration a long period, then more of these goods will be pro¬ 
duced and the process of competition will, sooner or later, bring 
down the earnings to the normal level. This, however, is not 
possible in the case of earnings from land. 

Secondly, land or other free gifts of nature yielding rent 
will surely exist and will be ready to contribute their part to 
production for all time to come even if no rent be paid. But 
in the case of these appliances, or durable goods, their earnings 
in the long run must be equal to the current rate of interest 
upon their current cost of production. If it is not so, then 
they will not be replaced when worn out. Their supply thus 
will fall. And assuming the demand for their products remains 
^s before, higher prices will be offered so that the supply may 
■again adjust to the demand. On the other hand, if the earn¬ 
ings of these goods are greater than this, that is, the current 
rate of interest upon their current cost o| production, more of 
them will be produced bringing down thereby the prices of 
their products. 

Hence, the fixity of supply of these appliances in the short 
1 Mushall—Economics of Industry, App. C. p. 487. 
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period gives rise to an income analogous to rent which is called 
Quasi-rent. This income will obviously vanish if we take into 
consideration a longer penod. But even in the short period, 
will there always be quasi-rent because the supply does not 
have time to be adjusted to iJA increased demand ? Or, in 
other words, will there be ^piCsi-rent if we suppose, as is pos¬ 
sible, that these appliances can be put to various uses ? In 
this case i.e., when they can be put Co various uses, a fall in 
demand for them in one use may mean that they will shift to 
the next best alternative use and their income may not thus 
fall. It is only when we assume that there has been a fall in 
demand in all their various uses, that is, a change in the de¬ 
mand in the same direction in all the uses, that fixity of sup¬ 
ply gives rise to what is known as quasi-rent. That is why 
‘specificity* rather than fixity may, strictly speaking, be said to 
be the real cause of quasi-rent. 

“As a rule, goods whose supply will not rapidly be dimi¬ 
nished in response to a fall in demand are also goods whose 
supply will not rapidly be increased in response to a rise in 
demand ; although logically we should distinguish between 
these two classes, in fact they often coincide. The earnings of 
such durable and specific goods are of the natui'e of rent. The 
term quasi-rent is sometimes confined to the earnings of goods 
•—^machines, houses, ships, rubber plantations, and so on—^but 
logically it applies also to the earnings of groups of workers, 
such as doctors, whose supply cannot rapidly be. increased or 
diminished.*’ ^ 

Growth of Population, Improvements, and Rent t 

Changes in the number of population, improvements either in 
agricultural sphere, or in other spheres, obviously have reper¬ 
cussion on rent. ^ 

Increased demand for food due to increased number of 
population will necessitate cultivation of inferior lands, or of 
superior lands more intensively. In either case, the rent, i.e.. 


1 Benham—Ecouomici, p. 8jZ8, 
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the surplus obtainable by the superior or the intra-marginal 
lands, will be more. A fall in demand for food because of a 
fall in the number of population will conversely reduce this 
surplus. The amount of rent thus varies directly with the in¬ 
crease or decrease in the nunl^tt of population. 

Imporvements in the meiho^Nof cultivation obviously will 
increase the yield without a corresponding increase in the demand 
for food and will force down the price of agricultural products. 
If these improvements affect the already richer lands, their 
rents will increase. But the rent will dwindle if these improve¬ 
ments affect the poor lands only, which, now’ would become as 
productive as the richer ones. Hence, there would not be any 
surplus i.e., rent. 

Similarly, improvements in communications, also affect 
rent. For, the cheaper the cost of transport, the greater the 
possibility of earning rent because of any situational advantage. 



CHAPTER 22 


WAGES 

Peculiarities of Labour a%^ Factor of Production 

Demand for Labour r^The demand for the factors of 
production, as we have seen, is deriv^ demand. The demand 
for labour as a factor of production, tnereforc, is also a derived 
demand. That is, except in the case of personal services like 
the services of a nurse etc., employers do not demand the ser¬ 
vices of workers for their own sake. But they demand their ser¬ 
vices for the contribution which they (labourers) make to their, 
(the employers’) output, and thereby to their receipts. In other- 
words, the demand of an employer for the services of the labour¬ 
ers is derived from the demand of the customers for the product 
ultimately produced by the labourers. An employer is thus an 
‘intermediary’ who is ‘buying work in order to sell it ‘embodied’ 
in his product.’ And the total demand for labour at any given 
time, thus, is the sum of the demands of all the different em¬ 
ployers. 

Supply of Labour t There are certain peculiarities of the 
supply of labour. In the first place, a labourer sells his labour 
but retains the property in himself. Obviously, therefore, those 
who bear the expenses of rearing and training a labourer re¬ 
ceive in return, but very little of the price that is paid for his 
services in later years. Secondly, the seller of labour, as says 
Marshall, must deliver it himself. That is, when a labourer 
offers his services for sale he has to present himself where they 
are delivered. The sellers of other commodities are not thus 
inseparable from the commodity they sell. Thirdly, labour is 
extremely perishable; Hence, labour, specially manual labour, 
cannot be stored for a long time and the time lost while a 
labourer is unemployed is lost for ever. The labourers are, 
therefore, not in a position to withhold their labour for any 
length of time from the market. Finally, considerable time Is 


16 
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required to prepare and train the labourers for any particular 
work. Growth of new supplies of labour, therefore, is very 
slow. 

Because of these peculiarities of labour, we cannot say as 
we can, in case of supply o^pther goods, that a definite cost 
of production governs its supply^ The rate of wage, of course, 
influences the number of population in any country but it is 
only one among many (Jactors which influence the growth of 
population birth control, medical care of the infants, pre¬ 
vention of accidents, peoples’ attitude tow'ards marriage etc. 

The supply of labour at any given time may, therefore, be 
known from the amounts of work that the w-orkers are willing 
to offer for sale at different prices. In otherwords, this sup¬ 
ply of labour is a function of two variables viz., (1) The num¬ 
ber of labourers that are able and wdlling to work at each pos¬ 
sible price and, (2) the number of hours that each one is able 
and willing to work at each price. 

Obviously, with a given population, the supply of all labour 
in general, will be inelastic over a long period of time. And 
naturally, therefore, higher or lower wages largely depend on 
large or small demand for labourers by the employers. Of 
course, wages are determined by the demand for and the supply 
of labour in particular occupations and industries and not by 
the demand for and the supply of labour in general. 

Methods of Payment of Wage s The share which labour, 
as a factor of production, receives as remuneration from the 
national dividend constitutes the wages. Wages, therefore, re¬ 
fer to the earnings of labour as a factor of production. 

Time Wage t Sometimes wages are determined by the 
time during which the labourer is engaged# By time wage thus 
is meant the fixed payment which a labourer gets for his labour 
in any given unit of time, say a week, a month, or a year. 

Piece Wage s Wages often are calculated on the basis of 
the output of the workers irrespective of the time they take. 



WAGES 


243 


When a Jabourer receives wage according to his output at a cer¬ 
tain fixed rate per unit of output, it is said to be piece wage. 

Nominal and Real Wage : The amount of money which 
is paid to a worker for his services in a given unit of time is 
said to be his nominal wage. Ni^mnal wage of a labourer is 
his remuneration expressed in tflrms of money. 

This money or cash wage, wc kiiow^ often may be supple¬ 
mented by various perquisites, e.g., free coal, rent free quarter, 
etc. These perquisites form a part of the rc.d wages paid to 
the workers. The real wage of a labourer thus consists of the 
amount of neccssiiries and conveniences which he obtains in 
return for his services. 

While, therefore, the nominal wage is the remuneration ex¬ 
pressed in terms of money, the real wage of a worker consists 
of the goods and services which the money will buy for him. 
And while the nominal wages of workers in different occupa¬ 
tions, and at different places may differ, it is possible, that their 
real wages may not. For instance, the nominal wage of two 
labourers, one of M’hom lives in Bombay and the other, say, in 
any small district town of India, may differ—^the former earn¬ 
ing more than the latter. But it is just possible that the lat¬ 
ter can buy as much of commodities and services by his small 
wage as tjie former can buy in Bombay by his higher wage. 
The real wage of these two workers in this case, therefore, is 
the same although there is difference m their money wages. 

The real wage of a worker, however, depends on several 
factors. In the first place, a higher nominal wage may mean 
a poor real wage if the level of prices is very, high. The real 
wage of any worker thus depends on the purchasing power of 
money at any given time. Secondly, the nature of employ¬ 
ment is also an imporAnt factor. While calculating the real 
wage of a worker, wo have to consider, for instance, the length 
of the working jperiod of a worker, the regularity or otherwise, 
of employment and all other monetary and non-monetary ad¬ 
vantages and disadvantages associated with it. Pleasantness 
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or irksomeness, relative social esteem of different occupations 
should also be considered. Although the money wage is high, 
the real wage may be low, if the work is very irksome, and has 
no social prestige. Similarly, of two workers, the one with 
regular employment throufiiout the year may be better off 
than the other, who is em^oybd though at a higher wage but 
only for a part of the year. Finally, the possibility of earning 
any extra income, th£ prospect of future promotion, oppor¬ 
tunity of leisure, etc., should also be taken into account when 
computing the real wage of the workers. 

From what we have discussed above it is clear that a 
labourer is better off not when his nominal wage is high but 
when his real wage is high, that is, when the amount of neces¬ 
saries and conveniences of life which the money wage can buy 
is more. 

Determination of Wages : Different Theories and their 

Criticisms 

The Subsistence Theory or The Iron Law of Wages i 
According to the Physiocrats who propounded this theory in 
the 18th century, the wage, that is, the remuneration of labour 
is determined by the minimum subsistence expenses necessary 
for the support and maintenance of the labourer and his family. 
They held that in order to ensure continuous supply of labour, 
the normal level of wages should remain at this minimum sub¬ 
sistence level. It should neither rise above nor fall below this 
level. For, if it rises above this level, early marriages will re¬ 
sult in rapid multiplication of the number of population which, 
in its turn, will bring dpwn the wages to this level, because the 
supply of labour will exceed the demand. Similarly, popula¬ 
tion wiU decline if the level of wages % below this level since 
the labourers will neither be able to marry nor to maintain their 
families. The supply of labour will fall relatively to the de¬ 
mand and this will push up the level of wages until it reaches 
again the subsistence level. 
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This is, in brief, the Subsistence Theory of Wages and it is 
evidently bound up with Malthus’s doctrine of population. It 
is also known as the Iron or Brazen Law of Wages. Lassalle, 
a German economist, gave this new title to this theory because 
of the operation of, as it were,^mtural Law resulting in the 
supposed absolute rigidity of -^ges. 

Criticism : The Subsistence Theo^, however, is no longer 
accepted as a right theory of wages, xhe reasons are, firstly, 
the assumption of the theory that higher wages lead to increase 
in the number of population is not always corroborated by the 
facts. The theory overlooks that the labourers may aspire 
after a better standard of living, and this desire for a better 
standard of living may serve as a deterrent to early marriages, 
and may thus restrain the supply of labour. A higher rate of 
wage, therefore, may mean a higher standard of living for the 
labourers and not an increase in the number of population as is 
apprehended. 

Secondly, the theory ignores the influence of demand for 
labour which also is an important determinant of the rate of 
wages. 

Thirdlj% labour is an extremely heterogeneous factor and, 
therefore, there must be differences in the wages of different 
labourers of different capabilities. The theory fails to explain 
these differences in wages which actually exist. 

The Subsistence theory, however, has one merit, viz., it 
points out the important fact that the wages cannot remain 
below a certain minimum, if the continuity in the supply of 
labour is to be ensured. 

The Wages-Fund Theory : The Wages-Fund Theory is 
in a way an applica^on of the Demand and Supply Theory 
of Value to Wages. At any' given time, the theory states, there 
is a determinate amount of capital saved in the |)ast to be 
spent in hiring labour, which constitutes the Wages-BHind. This 
fund constitutes the demand for labour. Similarly, there is a 
determinate number of population who work for hire and Uius 
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constitutes the supply of labour. At any given time, therefore, 
the wages according to Mill, who first formulated this theory 
in a systematic way, depend upon the proportion between popu¬ 
lation, that is, only the labourers who are ready to work for 
hire and capital, 'that is, 4l|^pai't of the circulating capital 
which is spent in hiring labour. The average rate of wage 
therefore, is determined by dividing this fund by the number 
of labourers who wor® for hire. 

Obviously, then, a higher rate of wage is possible only if 
either this fund increases or, if the supply of labour decreases. 
Obviously, again, the fund I'emaining the same, increased wages 
for a group of workers will only mean decreased wages for 
another group. 

Criticism : Among the critics of this theory, Thornton 
and Jevons are noteworthy. It is for their trenchant criticisms 
of this theory that Mill, though he took pains to develop this 
theory in a most systematic way, had to discard it later. The 
theory, however, has received some measure of support from 
Cairnes, Taussig and others. 

It is asked, in the first place, is it really a fact that the 
amount of circulating capital constitutes the demand for labour 
at any given time ? The demand for labour, as a factor of 
production, we know, is a derived demand, that is, it is demand¬ 
ed because the product towards the production of which it is 
employed, is demanded. The demand for labour will, there¬ 
fore, be more or less according as the demand for the product 
is great or small. The statement that the amount of circulat¬ 
ing capital constitutes the demand for labour is thus mis¬ 
leading. 

Secondly, it is true that the wages are advances nuide by 
the capitalists to the labourers and ^ any given time the 
amount of real wages which can be paid to the labourers is fixed 
by the amount of circulating capital. But the idea of a pre¬ 
determinate or fixed fund of circulating capital is unsound. For, 
it, t.e., the amount of circulating capital varies with the attrac¬ 
tiveness or otherwise of investment. The employers, in other 



WAGES 


247 


words, who advance this capital, advance a larger amount when 
the prospect is bright and a smaller amount when the prospect, 
they think, is uncertain or gloomy. It is, therefore, mislead¬ 
ing to think that the fund is fijj^ed. jMoreover, the National 
Dividend is a flow and not a fj^M^ind the wages constitute only 
a share of the National Dividend paid as the remuneration to 
labour as a factor of production. The idea of a fixed fund to 
be spent in payment of wages is tnus misleading and un¬ 
scientific. 

Thirdly, like the Subsistence Theory, it also fails to explain 
the existence of differences in wages. 

Finally, the theory ignores an important factor, viz., the 
productivity of labour as a determinant of the rate of wages. 
The higher the efficiency, i.e., the productivity of labour, the 
larger will be the National Dividend, and the more, therefore, 
will be the share of labour, that is, the wages. Hence, if the 
productivity of labour increases, the wages may increase even 
if there is an increase in the number of population. 

ITie Marginal Productivity Theory of Wages : The 
theory, in brief, may be stated thus : Continuous expansion 
of output, we have seen, by continuous increase in the employ¬ 
ment of the factors of production, does not maximise the pro¬ 
fits. There is a .point, the optimum point, up to which it paj'S 
an employer to expand his output. An employer, therefore, 
will continue to emploj^ more and more units of each factor 
of production so long as the net products yielded by them are 
more than the price he has to pay for employing them and in 
case of each factor, will stop at the point ,—the margin —at 
which the price he has to pay is equal to the value 

of the net product. In employing labour, therefore, he 
will go on emplc^ing more and more units of labour 

as long as its net product is greater than the price, 

that is, the wage, he pays for it, and cease to employ 

any more unit, when this net product is just equal to the wage 
he has to pay for it. The last labourer he employs is the mar¬ 
ginal labourer and the net product obtained by eiiploying him is 
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the marginal net product. The employers will decrease or in¬ 
crease the number of labourers they employ, according as the 
actual rate of wage they have to pay is higher or lower than 
this marginal net product andsince all the units of labour em¬ 
ployed are assumed to be efficient, all will receive the 

wage which is paid to the marginal labourer. ' 

Criticism : The th|pry states that the employer will con¬ 
tinue to employ more and more units of labour so long as the 
wages paid arc less than the value of the product of labour. 
Evidently, the responsiveness of the worker to particular wage 
is not taken into consideration. The theory is concerned, there¬ 
fore, with the demand side of the problem and overlooks the 
influences which act on the supply side. Higher wages may be 
demanded by workers with higher standard of living. Wages, 
therefore, not only should be equal to the value of the mar¬ 
ginal net product of labour, but should also enable the workers 
to maintain their existing standard of living or else, their effi¬ 
ciency will decline resulting in a fall in the marginal net pro¬ 
duct also. 

Secondly, it is asked, is it possible to vary the employment 
of labour by one unit as is implied in the theory, assuming 
fixity in the supply of the other co-operating factors ? We 
have already seen while discussing the limitations of the mar¬ 
ginal productivity theory of distribution, that the amount of 
different factors to be combined in production is determined 
by the technical co-efficients of production. Variation in the 
use of one factor without a corresponding variation in the use 
of the other co-operating factors is unlikely to yield more out¬ 
put. And it is well-nigh impossible to disentangle the contri¬ 
bution of each of the factors when they are used in conjunction 
with others.^ 

^To avoid this difficulty, Mrs. Robinson has drawn a distinction bet¬ 
ween the maigmal gross pr^uctivity and the nutripnal net productivity of 
labour. The increnient of the value of the output caused by employing an 
a^Uonal man, with i^ipropriate addition to other factors is, says ihe the 
iharginal gross pj^uctivity of labour. And the marginal net productivity is the 



WAGES 


^9 


Finally, the theory assumes that labour is a homogeneous 
factor and also that there exists a perfect competition in labour 
market. But neither of these assumptions is real. For, neither 
is labour a homogeneous factor, nor is competition in labour 
market perfect. In actual lif^^i^ marginal net product of 
labour does not'determine the wage and there exists the dis¬ 
crepancy which the theory fails to 

Taussig’s Discounted Marginal Productivity Theory a 
In brief, Taussig’s Theory of Discounted Marginal Productivity 
may be stated thus : Production takes time. The capitalist 
employers who employ labourers do not obtain the proceeds of 
the sale of labourers* marginal product immediately. There 
is thus an interval of time between the payment of wages to 
the labourers by these capitalist employers and their getting 
the sale proceeds of the marginal product of labour ultimately. 
Meanwhile, that is, during this interval, these capitalist em¬ 
ployers give advances to the labourers to support themselves. 
These advances are wages. But wages, that is, these advances 
made by the capitalist employers to the labourers cannot ob¬ 
viously, be equal to the value of the marginal product of labour. 
For, they cannot give away the full amount of the value of the 
output to the labourers. From the future value of the final 
output these employers, therefore, deduct a certain percentage 
because of the advances they make and whatever remains is 
paid to labour. This discounting from the value of the final 
product is made at the current rate of interest. Wages, there¬ 
fore, according to Taussig, tend to equal the discounted mar- 
ginal product of labour. 

Criticism : The theory which Taussig himself admits to 
be ‘abstract’ also suffers from the defect of circular reasoning. 
For, it suggests that|the discounting will take place at the 
current rate of interest. It is, therefore, assumed that the 
rate of interest is known already. But, according to Taussig 

net inemnent of value of output cauged by employing an additional labourer. 

Marginal net product, therefore, is equal to the marginal gross productivity 
minus tlie addition to the cost of the other factors. 
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the rate of interest itself depends on the excess of what the 
labourers will produce in future over what the capitalist em¬ 
ployers give them as advances in the present. The rate of 
interest, therefore, is determined by the process of advances 
made by the capitalist emj^^ers to the labourers. Obvious¬ 
ly, then, when we assume that the rate of interest is known 
to us, we assume that the rate of wages is also known to us ! 
Taussig's Discounted Marginal Productivity theory, suggest¬ 
ing as it does, that the wages are determined by discounting 
the future marginal net product of labour at the current rate 
of interest is vitiated by the fallacy of circular reasoning,^ 

Secondly, the influences which operate on the supply side 
of labour are ignored by this Discounted IMarginal Net Pro¬ 
ductivity Theory of Taussig, for, in determining the marginal 
net product of labour it makes the unreal assumption of fixity 
in the supply of labour. It is, therefore, said that this theory 
is much the same as the Residual Claimant Theory of Walker.^ 
which postulates that the labour is the Residual Claimant of 
what remains after deductions are made from the total pro¬ 
duct on account of rent, interest and profit. 

Finally, Prof. Taussig has assumed that the period of pro¬ 
duction is constant. This implies that any increase in the 
amount of labour will necessitate an increase in the circulat¬ 
ing capital (the other factors may, however, remain constant). 
The additional cost due to increased amount of circulating 
capita] will, therefore, also be deducted from the marginal net 

^ To avoid Ihis circular reasoning, Taussig has, however, suggested that 
the rate of interest can be determined by the rate of time preference, or, 
purely from the considerations of the supply of capital. 

2 Briefly, the Readual Claimant Theory of AValker states that the worker 
is the ‘residual claimant’ of what remiuns after ideductions are mode from 
the total product on account of rent, interest and pn^t. It is, therefore, 
implied in the theory that wi^s are the rewamls of labour and therefore, 
the share of labour con be more only if by greater efiicieiuy^ they cui pro¬ 
duce more. The theory, hoivever, does not take into account the influences 
operating on the supply side of labour nor do«i it pay attention to the pos- 
idbtlily of Trade Unions, by their collective bargaining power, influencing 
the wages. 



WAGES 


251 


product. But, as has been observed by Prof. Hicks, there is 
no reason to suppose that the period of production is constant. 
The period, instead, may be shorter if more labour be employed 
with the same amount of circulating capital. Obviously, then, 
since no extra circulating capij;|^has been necessary, the addi¬ 
tional product .need not be discounted. Mr. Hicks, therefore, 
holds that Taussig’s Discounted Marginal Productivity Theory 
can be accepted as valid if wc assui#e that the period of pro¬ 
duction is variable and not constant as has been assumed by 
him. 

Why there are Differences in the Rates of Wages ? 

There exist differences in the wages in different occupations, 
mainly because, the nature of these occupations, the type of 
training they require, and the risk they entail greatly differ. 
The reasons for these differences in the wages in different occu¬ 
pations, in brief, are discussed in the following paragraphs : 

In the first place, all occupations arc not equally pleasant. 
Some are more pleasant and less risky, while others are less^ 
pleasant and more risky. Wages, therefore, arc low in tiie 
former occupations and high in the latter. In other words, 
wages will be high or low according as the w'ork is disagreeable 
and risky, or pleasant and involves less risk. 

Secondly, wages also differ because of the differences in 
the social esteem in which the different occupations are held. 
Higher wages have to be paid in those occupations ^7hich are 
considered to be less dignified or respectable, while if they are 
regarded as respectable and dignified, the workers may agree 
to work at lower wages. 

Thirdly, the rate of wages depends on the regularity or 
otherwise of the employment. That is, higher wages are 
necessary to induc^workers to work if the work is temporary, 
while the workers may agree to work for lower wages if the 
employment is permanent. 

Fourthly, the rate of wages depends also on the expenses 
of the training which is necessary for a particular occupation,. 
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and the length of the time required for such training. The 
higher the expenses and longer the period required for such 
training, the higher will be the rate of wages and the lower the 
expenses and shorter the period, the lower will be the rate of 
wages. 

Fifthly, security, the prospects of promotion, etc., also 
govern the rate of wages. That is, if there is security and 
prospect of promotion, me workers may agree to a modest 

start in the hope of future higher rewards. 

0 

Sixthly, ignorance of the workers and their immobility are 
also causes of the differences in wages. Two workers, for ins¬ 
tance, who are equally capable, may earn different incomes. 
One may earn a higher income because of his knowledge of 
the actual state of affairs in different occupations, that is, their 
respective advantages and disadvantages, both monetary and 
non-monetary, whereas the other, without any such knowledge, 
accepts any job he gets even if the wage is less. Similarly, a 
a worker may prefer to work and earn less in his home town than 
to go to a distant place where he can earn more. Again, hav¬ 
ing spent a few' years in one occupation one may not like to 
try in other occupations where there is the prospect of higher 
incomes. Immobility, that is to say, may also be due to, whai 
is said to be ‘specificity.* 

Finally, existence of what are called by economists the non- 
competing groups amongst the workers, is also a reason which 
explains the existence of differences in their wages. The work¬ 
ers, that is to say, may be grouped into several categories who 
do not compete with one another. For instance, there are 
some who are intellectual workers, while there are others, who 
are manual labourers but skilled, and tl^re are others still, 
who are manual labourers but unskilled, etc. Neither of these 
groups of workers compete with any other. Broadly speaking, 
these non-competing groups may be categorised thus: the 
unskilled workers, ^e skilled workers, the intellectual workers 
witose work is only routine work, e.g„ the work of a derk, and 
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finally, those whose work requires supreme ability and intel¬ 
lect, e.g., the lawyers, physicians, etc. These workers are said 
to be non-competingt because the workers in one category do 
not compete with those of another and naturally, therefore, 
the supply in one category of^Arkers does not affect that of 
any other categpry. The wages of the workers in each of these 
groups, therefore, are determined separately, according to 
the forces of supply and demand of Abour. 

Imperfections of the Labour Market and Exploitation t 

Imperfections of the labour market and the weak bargaining 
power of labour give rise to what is known as exploitation of 
labour.^ 

Labour, we have seen, is an extremely perishable thing. 
The workers, therefore, are at a disadvantageous position. 
There are, several reasons for the weak bargaining power of the 
labourers. These are, firstly, the period for which they are 
out of employment is lost to them for ever and they, there¬ 
fore, cannot withhold their services for a long period. This 
ability to hold out for a wage depends upon their past savings 
which are never so large as they can draw upon for a long 
period. Secondly, they are often ignorant of the value of their 
own services to the employers. Thirdly, ignorance and im¬ 
mobility of the .labourers are also responsible for the unequal 
wages they are paid by the different employers at different 
places or in different occupations. Immobility, not infrequent¬ 
ly compels the workers to accept low wages. The reasons of 
immobility may be ‘specificity,’ higher cost of moving from 
one place to another, etc. 

When, however, there is competition in the labour mar¬ 
ket and the worke]q| who believe that they are * underpaid, 
may secure employment elsewhere at a ‘fair wage’, the chances 
for exploitation for a long period will be less. Nevertheless, it 

1 By exploitation is meant that the labourers are paid by the employers 
less fiian the full value of their net maripnal product. 
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is true, that these imperfections of the labour market give rise 
to the exploitation of the labourers. 

Trade Unions and Wages s A trade union is an asso¬ 
ciation of Uie wage earners formed with the objects of safe¬ 
guarding and promoting the flicnomic interest of the workers. 
The primary economic functions of a trade union thus are to 
prevent by its power of collective bargaining the exploita¬ 
tion of labour and to sdl^ure higher wages, shorter hours of 
work, better factory conditions and amenities etc.^ 

Now, is it always possible for a trade union, by its power 
of collective bargaining, to secure higher wages for the labour¬ 
ers ? It depends on various other conditions. It is true that 
the employers are likely to give more consideration to the 
demand of the unions than they would to the demand of any 
single worker. But there are limitations to the powers of a 
trade union also. For instance, no trade union can wield much 
power unless it includes most of the workers in that occupa¬ 
tion. Secondly, the possibility of employing the ‘black legs* 
from adjacent districts by the employers also limits the chances 
of success of a union. Thirdly, a trade union has also to see that 
the workers are not ‘starved into submission*. It is, therefore, ne¬ 
cessary that a trade union should have adequate funds. Without 
sufficient funds no trade union can continue to hght wdth the 
employers for long, for, during the period of strike, which is 
the main weapon of a trade union, it has to support the 
workers and also their families. Again, a higher wage, if it 
is secured by a trade union, may mean increased unemploy¬ 
ment. For, many workers may not be absorbed by the em¬ 
ployers. It is, therefore, necessary to examine, which one is 
lesser evil, that is, the unemployment or the exploitation ? A 
trade union, again, cannot secure higher wa^es for the labourers 

^Oftoi a trade union may have what is said to be militant object, 4.g.t 
'Overthrowing the o^italistic system of government by direct action. But 
more often it is a ministrant organisation, that is, a benefit organisation, 
ibnned with such objects m sa|>poftmg the workers when they are unem- 
3>loyed. or providing sidkness b^efit^ etc. 
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if there is chance of influx of new workers who will depress 
the wages. It may, however, succeed if it can restrict the 
number of new entrants. In other words, by restricting the 
supply of labour it can succeed in raising the wages of the 
labourers. But such restriction^ membership by a trade- 
union in a highly paid trade iifl^es a denial of opportunity 
to other workers: And monopoly wage levels cannot be jus¬ 
tified any more than monopoly i 

When, then, can a trade union secure a higher wage for 
the workers ? A trade union can secure higher wages, firstly, 
when the cost of labour constitutes only a small proportion 
of the total cost of the product. Secondly, if it is difiicult for 
the employers to economise the cost of labour by using alter¬ 
native methods of production. But the chances are there 
that an employer will take to the device of installing more 
labour-saving machinery. They will, that is to say, substitute 
capital for labour.® And the, “rate at which substitution 
proceeds—the rate at which the proportion of the two factors 
changes as their relative price changes—^is called the elasticity 
of substitution ; and the elasticity of substitution is the first 
damper on wages.”® 

Finally, the demand for the product which the workers 
produce is also an important factor. A trade union can secure 
higher wages if the demand for the product is inelastic. 


1 Another way of restricting the supply of labour i.e., of new entrants, 
is to adopt a *go-8low* policy. That is, the workers perform less work than 
before per hour. Such a policy will *spread’ the available work aqd the 
unemployed members will be thus absorbed. But against tliis advantage 
has to be considered tlie consequent rise in the cost of'that tjrpe of labour 
which may, in its turn reduce the demand for it. Again, when follcrwed Iqr 
most workers, this policy would lead to reduction in the total output and a 
rise in the price also. “IQ^us a union which succeeded in creating more 
employment for its members, at a given money wage, would have to set 
against this gain the rise in the coat of living due to the widespread adop¬ 
tion of its own ‘go-slow poficy.**-—(Benham—^Economics, p. 393.). 

*The employer may also rqrlace labour by labour, tliat is, by giving 
employment to the 'black-kgs*. 

® Caimeross—Iniroducstion to Eocmomics, p. 348. 



CHAPTER 23 
INTEREST 

What ia interest ? Invest is the price of a loan express¬ 
ed as an annual rate, calcula^d on the principal of the loan. 
When, for instance, yOu want to borrow a sum, say, of Rs. 100, 
with the promise to reMy a year after, the lender may ask you 
to pay back instead of the sum of rupees 100, Rs. 105, that is, 
charging an interest on the sum borrowed by you at the rate 
of 5 p. c. per annum. Interest thus is the price which the bor¬ 
rower pays for the use of the loan-capital from the lender. 

Pure or Net Interest and Gross Interest t By pure 
or net rate of interest is meant simply the earnings of capital 
or the reward of waiting, when lending involves no risk, either 
of loss or of default. It is, however, possible that lending 
may, and in fact, often does, involve certain risks. These 
risks, as says Marshall, may be either ‘trade risks*, that is, 
which may arise from unexpected changes in the fashion and, 
therefore, in the demand for a thing before production is over, 
from new inventions, fluctuations in the prices of raw mate¬ 
rials, etc., or ‘Personal risks*, that is, which arise from, say, 
the dishonesty of the borrower, his inability to pay etc. It is, 
therefore, but natural that the lender will charge a higher rate 
of interest as an insurance against these risks and also to cover 
the cost he may have to incur for management of such loan 
transactiems. When the rate of interest which the lender 
charges includes, besides the payment which the borrower 
makes for the use of the loan-capital, these charges, that is, 
which are made for insurance against these risks, trade and 
personal, and also the earnings of management of the lender, 
it is said to be the gross rate of intereslf 

Obviously, then, the greater the amount of these risks 
and inconvenienceg and the cost of management, the higher 
will be the rate of gross interest which the lender will charge 
recompense him for these risks. And the gross rote of in- 







terest, therefore, can never tend to be equal throughout a 
<K)untry. But the net or the pure rate of interest, that Is^ the 
earnings of capital when lending involves no risks, has a ten¬ 
dency, to "be equal throughout'a country. This is so because, 
the forces of competition will oglNte until a single rate of 
interest is settled for the whole country. 

Bwk Diseoimt, Nominal ^te of interest and the Real 
rate of Interest t When the bank dA»unt is, 10 p. c. what 
it actually does is, instead of charging interest as a separate 
item, it gives -.ydft an advance of Rs. 90 now against your 
promise to pay Rs. 100 a year hence. In fact, for an advance 
of the sum of Rs. 90 you pay Rs. 10. The actual rate of in¬ 
terest is not, therefore, 10 p. c. as it appears to be, but more 
than that; it is a little over 11 p. c. This practice of bank 
discount often, therefore, leads to confusion as to the actual 
rate of interest. 

Similarly, a bank may declare its rate of interest to be, 
say, 5 p. c. But when a borrower wants to borrow a sum 
of Rs. 5,000, it may want him to borrow Rs. 10,000, at, of 
course, 5 p. c. but it may ask him to keep a sum of Rs. 5,000 
out of Rs. 10,000 as deposit in the bank. The borrower thus 
uses only the sum of Rs. 5,000, whereas he pays interest on 
Rs. 10,000, which simply means that the real rate on the 
money he uses is; not 5 p. c. but lO p. c.^ 

Why Interest .is paid ? The obvious reason why a price 
is paid for the hire of loan-capital is that there is a scarcity of 

^ Similar eontiukm ewU when payments, for the things bought, are naule 
ki Int^haents. Siqiposbig jrou Imy a sewing mackiiito worth Rs. SIU, and 
the undmistaiKliBg with the dealer is that you will pay, say, Um sum of 
Ba. {ftl ei^ ittonik, for a year, that is, you will pay Rau »64. In trfher words, 
yfliw }»t)y an exeem o# Bs. *84 - Rs. «40 =s Rs. 184) becaine, as it may 

the desler ehaigea you an intraest at the rate of 10 p. e. ,Bst 
aetiiiatb^ '^^ la dm joonth you are buying the you ate 

bonowing ^ whiG^ am paying an mterest at the rate of 10 |buc< 

But '1^' Is ^radudly redim^ in wk. subsequent xSoidk i«;, ;ajllat 

IMytteut of inslaiment and, tbsMexe, the eetual ratS of inteieat 
you pay oo^nuei to rise m ea^; subaeqiwkit ■; 
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such loan*capital rektivel^r to its demand. There are several 
reasons for this scarcity of the loan-capital. In brief, these 
are, £rstly» we can lend provided we have ability to save. 
But our ability to save is limited. The supply of loanable 
fund, ther^ore, is also litl^ed. Secondly, ^e amount we 
save may be utilised by us, that is, we may spend the amount 
and buy goods for ourselves. While, therefore, we lend we 
deny ourselves this otportunity of using our own money. 
Interest is a payment made as a reward for this denial. 
Thirdly, to lend means to make the liquid purchasing power 
illiquid and thus to suffer the inconveniences this illiquidity 
involves. To recompense these inconveniences interest has to 
be paid. 


Determination of the Rate of Interest i Different Theories 

The Productivity Theory of Interest t Other things 
remaining the same, production without the use of capital, t.e., 
.machines, plants, etc., will be much smaller in volume than 
projduction with the use of machines, plants etc., that b, 
capital. Increased use of capitel, therefore, results in increas¬ 
ed volume of production. Capital, therefore, is said to be pro¬ 
ductive, and the Productivity Theory of Interest states that 
the interest is a price which the borrower pays to the lender 
for the productive services of capital which help him to pro¬ 
duce more. 

Like ihe other factors of production capital is also sub¬ 
ject to diminishing marginal productivity. That is, its in¬ 
creased supply will diminish its productivity, £a.c!h fresh ex- 
tensto cl the period of production by the. use of additional 
units of capital will result in a diminishing^ increment in the 
output. With a view to maximise profit a;n entrepreneur ^ 
hb output with the use of addiional units of capltj^ 
nip the ad<^tt0nal output resuitmg pe 


a unit' is just equtd .to the price, that 
pii.V foV The maxgina^ picoducti^^ pi one Um^ cl 
ikm iriy rate of interest. ^ 
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This is, im brief, the productivity theory of interest. 
Among those who propounded this theory, are Say, Carey and 
others. 

Criticisiii t Capital, it is saidwyay be borrowed both for 
the purposes of consumption and p^uction. The theory is ap^ 
plicable only whed it is assumed that capital is borrowed for 
productive purposes and not when it is 
of consumption. 

Secondly, when it is said that production with the use of 
capital is more than production without the use of capital, 
naturally, what we have in mind is production of more goods 
and not necessarily production of more value. It is, therefore, 
misleading to say that capital produces more value.. To say 
that capital produces more value is to fall a victim to fallacious 
reasonings simply because the present value of capital goods 
depends upon the value of the income they will yield in future 
and the way by which we can determine it, i.e., the present 
value of capital goods, is by discounting their future incomes. 
But how can we discount unless we assume a certain rate nf 
interestP Let.us take an illustration; Suppose that a ma¬ 
chine worth Es. 10,000 yields an annual income of Bs. 1,000. 
From this annual income of Rs. 1,000, yielded by the machine 
it is possible to determine the price of the machine only if we 
capitalize this income at 10 per cent interest. But the paradox 
is that we haye already assumed that the rate of interest is 
10 per cent when from the annual income of Rs. 1,000, the price 
of the machine is calculated to be Rs. 10,000. That is to say, 
we have assumed what we wanted to determine. 

. jEt is, therefore, misleading to say that capital is produe* 
tiye\ol more value. The a>rrect way to say is that caii^td 
proiduces goot}^ and it if ^e value of these goods wiUdi deter- 
niines the capital yal^e. Jt is, not the capita InveiM^ ' in m 
orolmrd i&st to it fbr, the orchard ma^ not have 

ValuO if It .dbes not produce anything. It Is the gd^^; 
th^ is, the iMts produced b^ tWt ha'“ 
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capital value of the orchard will be determined by the annual 
production of these fruits. 

We, however, may not reject the theory summarily. For, 
it is true that the demand for the loanable fund does depend 
on what it will yield. marginal productivity of capital, 

therefore, does affect the demand for capital and, therefore, 
also the rate of interest. 

Abstinence Theory : Capital goods are produced because 
the people save. But present consumption is always more en¬ 
joyable than deferred consumption. Saving or abstinence, 
that is, postponing consumption now, therefore, involves sacri¬ 
fice to compensate which the interest has to be paid. ^ Senior, 
Caimes, and others are the propounders of this theory. 

The rate of interest will depend on the demand for capital 
and the aggregate amount of saving or ‘waiting.’ It will con¬ 
tinue to rise so long as the demand is in excess of the supply 
and finally settle at that rate when the supply will be equal 
to the demand, that is, when induced by the higher rate of 
interest the marginal savers will contribute their shares. 

Criticism : The Abstinence Theory maintains that the 
supply of capital depends upon the abstinence exercised by 
the savers of capital. This theory, thus, takes into account the 
supply side of loanable funds giving rise to interest but ignores 
the demand side. Secondly, although, it endeavours to explain 
why saving is scarce, it does not throw any light on how the 
rate is actually determined. 

The Austrian Theory of Interest t The loan, according 
to Bohm-Bawerk, the leader of the Austrian School, who deve¬ 
loped this theory, is a real exchange of present goods against 
future goods. And the present goodsgpossess a greater value 
than the future goods of the same number and kind. A definite 
sum of present goods, therefore, can only be purchased by a lar- 

1 It has been pointed out tlmt savings do not necessarily involve *sacri> 
fice.’ Saving for a millionaire, for instance, obviously does not involve suffer¬ 
ing. Uierefore, suggests the use of the word 'waiting' for 'abstinence'. 
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:ger sum of future goods. Present goods, therefore, possess an 
‘agio* over the future goods. This ‘agio’ or the premium is 
the interest. 

The present goods, thus, are silhl to possess an agio over 
the future goods. .That is, in other words, the future goods arc 
always less valuable than the present goods. This is so, firstly, 
because the future is less clearly percidled than the present, 
which in the words of Bohm Bawerk, means the ‘perspective 
under-estimate of the future.’ Secondly, the demand for the 
present goods is greater than the demand for the future goods 
because the present wants are felt more keenly. Present goods 
.are, therefore, scarce relatively to their demand. This rela¬ 
tive scarcity of the present goods as compared with the future 
goods is another reason why they possess an ‘agio’ over the 
future goods. Thirdly, it is held that the indirect or the round¬ 
about process of production is more remunerative. The more 
round-about is the process of production, the greater is likely 
to be the output. The present goods, therefore, possess what 
is called a ‘technical superiority’ over the future goods because 
of greater productiveness of the round-about or lengthy pro¬ 
cess of production. And interest, according to this theory, is 
the reward which has to be paid if future goods are to be ex- 
•changed with present goods. 

Criticism : There is some truth in Bawerk’s argument 
that we, generally speaking, prefer present consumption more 
than we do future consumption. Savers, that is, those who 
forego present consumption must, therefore, be paid something 
in future in excess over the amount they forego Consuming now. 
This excess is the interest. But, it is asked, does saving really 
require an inducement a reward ? In the opinion of Keynes, 
for instance, saving represents an involuntary act. People 
save when their level of income and the standard of living per¬ 
mit them to save. Hence, saving, according to him, does not 
require any reward or inducement. 

Secondly, present goods possess ‘technical supei^rity* over 
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the future goods because, it is said, the longer the average 
period of production, the greater will be the productiveness. But 
this argument is misleading, because, in the first place, the pro¬ 
ductive period depends on the nature of the article and on 
technical considerations, ^^econdly, continuous lengthening 
of the process of production, that is, making it more and more 
round-about, is not Ukely to result in continuous increase in 
the volume of outpui? Every fresh extension of the period of 
production will yield a diminishing increment of the product. 
There is, as we know, an optimum point, extension beyond 
which will mean loss. 

Finally, as observes Fisher, the idea of greater productivity 
of the lengthier process is much similar to the idea of the pro¬ 
ductivity theory which Baw'crk himself criticised. Besides, 
the rate of interest is not determined by the ‘technical supe¬ 
riority’ of the present goods taken, singly. Instead, it influences 
the rate of interest in the sense that it woi^ks out its effect 
through the other two factors, namely, (1) the perspective 
under-estimate of the future and (2) the relative scarcity of 
the present goods as compared with the future goods which are 
the reasons for which people have more preference for present 
consumption than for future consumption. 

Prof. Fisher^s View : Time-Preference and Interest: 
By Time-Preference is meant the preference to have an equal 
amount of goods and services at one time rather than at some 
other time. An individual is impatient to obtain immediate 
satisfaction by spending his income. He has, that is to say, 
a preference for the present income and satisfaction over the 
income and satisfaction of an equal amount and certainty in 
future. This is what is called by Prof. Fisher, the Time-pre¬ 
ference.^ The rate of interest which gpduces an individual to 

1 People are said lo have a positive rate of time-preference when they 
prefer to have an equal amount of goods and services in the present rather* 
than in future or prefer to have such goods in the near future rather tlian 
in the distant future. When, howev^, some prefer to have an equal amount 
of goods in the future rather than in the present, they are said to have a 
negative ral^ of,, time-ioeference. 
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forego present consumption, thus expresses a price in the ex¬ 
change between the present goods and the future goods. 

An individual's time-preference, according to Fisher, de¬ 
pends upon the following factors : 

1. The size of his incoTtie : ^hc higher the income of an 
individual, the lower will be the rate at which he will discount 
the future. Similarly, the lower the in|pme, the greater will be 
his preference for the present income over the future income. 
The time-preference will, therefore, be more when the income 
is low. This is so because provision for the present is considered 
more important. 

2. The Distribution of the income in time : When the 
income is likely to increase in future—the preference for pre¬ 
sent income, which is scarce, will be high and the rate of dis¬ 
count will be high. When, however, the income is likely to 
fall in future, the preference for the present income, which is 
relatively abundant, will be lower while that for the future in¬ 
come (relatively scarce) will be higher and the rale of dis¬ 
count will be low. 

3. The Composition of i^e income : An individual's in¬ 
come consists of the different sets of goods and services it buys. 
The diminution of any one constituent of the income, that is, 
of any one set of goods and services, would have a similar effect 
on his rate of time-preference as a decline in the income. 

4. The probability of the income : This implies the cer¬ 
tainty or otherwise of earning income in future. The presence 
of risk or uncertainty about future income affects individual's 
time-preference. The rate of time-preference will be high or 
low according as the degree of the risk or uncertainty of future 
income is great or sm|ll. 

5. Individu(d characteristics : The time-preference of an 
individual depends also on the characteristics of an individual, 
that is, the time-preference of different individuals will be diffe¬ 
rent because of their different personal characteristics. e.Q., 
their foresight, self-control, habits etc. 
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6. Expectancy of Life : That is, if an individual thinks 
that he will not live long, it is likely that he will prefer to have 
his purchasing power now rather than to defer the use of it 
for future. (The desire to make provision for dependants, may, 
however, offset this tendeni#^. 

Finally, it may also be noted that the time-pre¬ 
ference of an indiA'idual for the present purchasing 
povrer will be higherJD when the amount which he may 
be lending is more. That is, the larger the amount of the loan 
in proportion to his total income, the greater the sacrifice of 
the present liquidity and, therefore, the greater the marginal 
utility of the present goods whose purchase he must forego in 
order to make the loan. It, therefore, follows naturally that 
the larger the amount of the loan, the higher will be rate of in¬ 
terest which the individual will charge in order to compensate 
his increasing time-preference. The rates of time-preference 
of individuals have thus a tendency to become equal to the 
rate of interest. This is so because given a market rate of in¬ 
terest an individual will borrow or lend, according as his rate of 
time-preference is higher or lower than the market rate until 
his rate of time-preference becomes equal to the market rat© 
of interest. 

Fisher's theory is an improvement upon Bohm Bawerk^s in 
that it avoids the confusing concept of the Technical superiority* 
of the present goods over the future goods and holds that it is 
the time-preference which determines the interest and an indivi- 
duaFs time-preference is determined by the rate which will 
overcome his impatience to spend income. But it does not 
explain how the rate of interest is determined. 

Tlie neo-dassieal Theory of Interest t The rate of in¬ 
terest, according to this theory, is determ^d by the total forces 
of demand for and supply of capital. X’^en the demand for 
capital is more relatively to its supply, the rate of interest will 
rise and if the increase in the demand persists, then the rate of 
interest will also continue to rise until at a certain rate the 
marginal saters are induced to save and thus swell the amount 
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of the loanable fund to be made available to those who want 
to borrow, that is, make the supply of capital equal to its 
demand. The function of the rate of interest thus is to bring 
the demand for and the supply of capital into equilibrium. 

Now, the demand for capfftl obviously depends on the 
profitableness df investment. Producers with a view to maxi¬ 
mise their profit will invest addition^ units of capital and ex¬ 
pand their output as long as the value of the product is greater 
than the cost, including the interest, and cease to expand when 
the falling price (which will result from the increase in the out¬ 
put) is equal to all costs, including the interest. In other words, 
they will cease expanding when the value of the marginal pro¬ 
duct is equal to the marginal cost, including the interest. 

Capital, however, is not always demanded for productive 
purposes. It may be demanded for consumption puiposes 
also. So the total demand for capital is the aggregate of the 
demand of all producers for productive purposes and of all 
those who demand for consumption. 

The supply of capital depends on various factors. For 
instance, it depends on the habits and customs of the people, 
their family affection, security of life and j)roperty, opportuni¬ 
ties of safe investment, the rate of interest etc. It is, there¬ 
fore, possible that some rich people will save when the rate of 
interest is zero or even when it is negative. Family affection, 
idea of fpture security, etc., also may prompt men to save re¬ 
gardless of the inducement of the rate of interest. But the ag¬ 
gregate of these savings is likely to be much insuifiicient to the 
aggregate demand for it. The total demand, therefore, can¬ 
not be satisfied until the volume of savings increases. And the 
rate of interest will continue to rise until it becomes sufficiently 
high to induce the jmirginal savers to contribute their savings to 
swell the volume of savings and make it equal to the aggregate 
demand. ^ 

The supply of loanable funds will, therefore, increase or 


1 It ia to be noted that the bonkmg qrstem also ropph# loanable fund. 
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decrease according as the rate of interest rises or falls and the 
demand for loanable funds will increase or decrease according 
as the rate of interest is lower or higher. The function of the 
rate of interest is to bring the demand for and the supply of 
loanable funds into equilibrium and the rate at which these 
two are equated is the equilibrium rate of interest. Since inte¬ 
rest is the price which is paid for the use of capital in any mar¬ 
ket, it “tends towards sifth a level that the aggregate demand 
for capital in that market at that rate of interest, is equal to 
the aggregate stock forthcoming there at that rate.” In the 
table given below it is shown that as the rate of interest rises 
the supply of loanable funds increases while the demand for it 
falls and the supply and demand are equal when the rate of 
interest is fixed at 4 per cent. This is, therefore, the equili¬ 
brium rate. 


Demand for loan¬ 
able junda 

Rate of Interest 

Supply of 
loanable funds 

Rs. 30,000 

2 p. C. 

Rs. 15,000 

„ 25,000 

3 p. c. 

„ 18,000 

„ 20,000 

4 p. c> 

„ 20,000 

„ 15,000 

5 p. C. 

„ 25,000 


Criticism : According to this theory, more capital will be 
forthcoming if the rate of interest is high because the high 
rate will induce people to save more. And the function of the 
rate of interest, it is said, is to bring into equilibrium the de¬ 
mand for and the supply of capital. But, it is asked, does the 
volume of saving necessarily depend upon the .rate of interest ? 
Keynes, for instance, has pointed out that a man may hoard the 
money he saves and thus may not earn fiiny interest. Such 
hoardings, naturally do not affect the supply of capital Bay- 
ings, according to Keynes, depend upon two factors, namely, 
(1) the community’s level of money income and (2) the mar¬ 
ginal propensity to consume. And the rate of interest at any 
time, accordi|| to Keynes, being the reward for parting with 
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liquidity, “is a ideasure of the unwillingness of those who pos¬ 
sess money to part with their liquid control over it.” ^ 

Secondly, it is pointed out that the neo-classical theory 
holds good only when it is assulftd that the community’s money 
income is constant. Granting even that the rate of interest 
does, in fact, exercise some influence on the marginal savers, 
the theory errs while it makes the as.Amption of constant money 
income. To take an illustration : A higher rate of interest 
obviously will act as a damper on investment; it will diminish 
the demand for loanable funds. A decline in investment results in 
a decline in the community’s income, and, therefore, also in the 
volume of savings. Granting, therefore, that out of a given 
income more will be saved when the rate of interest is high, 
ultimately, as is seen, the volume of total savings will decline 
since the high rate of interest will lead to a decline in invest¬ 
ment and, therefore, in the total volume of community’s in¬ 
come. The assumption of constant money income, thus is un¬ 
sound and vitiates the theory. 

Liquidity-preference Theory of Keynes : The rate of 
interest, according to Kyenes, cannot be a return to saving or 
waiting as such. ^ For, a man may hoard his savings and 
thus may not earn any interest, although he saves just as much 
as before. Nor is the notion that the rate of interest is the 
factor which brings, into equilibrium the demand for savings 
(in the shape of new investment forthcoming at a given rate of 
interest) and the supply of savings (which results at that rate 
of interest from the community’s psychological propensity to 


1 Keynes—Genera||Theoty, p. 167. 

2“..whilst there are forces causing the rate of investnaent to rise or 
fall so as to keep the maripnal efficiency of capital equal to the rate of in¬ 
terest, yet the marginal effidency of capital is, in itself, a different thing from 
the ruling rate of interest. The schedule of the marginal efficiency of capital 
may be sud to govern the terms on which loanable funds are demanded for 
the purpose of new investment; whilst the rate of interesUiovems the terms 
on whi<^ funds are being currently supplied.”—General p. 165. 
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save) acceptable since, it is “impossible to dhduce the rate of 
interest merely from a knowledge of these two factors.”^ 

“The rate of interest” says Keynes, “is not the “price” 
which brings into equilibrium ^e demand for resources to in¬ 
vest with the readiness to abstain from present consumption.”® 
It is just the reward for parting with the liquidity of money 
for a specified period of time. It is, therefore, “nothing more 
than the inverse proportion between a sum of money and what 
can be obtained for parting with control over the money in 
exchange for a debt for a stated period of time.”® 

It, therefore, follows that the rate of interest is a “mea¬ 
sure of the unwillingness of those who possess money to part 
with their liquid control over it.” “It is the ‘price* which equili¬ 
brates the desire to hold wealth in the form of cash with the 
available quantity of cash ;—^which implies that if the rate of 
interest were lower, i.c., if the reward for parting with cash 
were diminished, the aggregate amount of cash which the pub¬ 
lic would wish to hold would exceed the available supply, and 
that if the rate of interest were raised, there would be a sur¬ 
plus of cash which no one would be willing to hold.*’* 

Now, on what does this liquidity-preference depend ? The 
psychological time-preferences of an individual, in the words of 
Keynes, require two distinct sets of decisions to carry them 
out completely. The first is concerned with that aspect of 
time-preference which he calls the propensity to consume, which 
determines for each individual how much of his income he will 
consume and how much he will reserve in some form of com¬ 
mand over future consumption. Next, the individual has to 
decide further, in what form he wiU hold the command over 
future consumption which he has reserve^ that is, whether 
he desires to hold it in the form of immedifoe, liquid command 

1 Keyii«»—Coeval Thecny, p. 165. 

2 Ibid—p. 166. 

»/bid-p. w. 

4Ibid-p. 1? 
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(*.<?. ill the form of money or its equivalent) ? Or, whether he 
is willing to part with the immediate command for a specified 
or indefinite period ? That is, in other words, what is the de¬ 
gree of an individual’s preference for holding command over 
future consumption in the forq|^of immediate liquid command 
over holding it in the form of deferred command, that is, what 
is the degree of an individual’s liquidity-preference 

There arc three motives on whifc this liquidity preference 
of an individual depends namely, (1) the transaction motive, 
that is, the need for cash for the current transaction of personal 
and business exchanges ; (2) the precautionary motive, that is, 
the desire for security as to the future cash equivalent of a 
certain proportion of total resources and (3) the speculative 
motive, that is. the object of securing profit from knowing 
better than the market what the future will bring forth. 

Since the rate of interest is the reward for ‘parting with 
the liquidity for a specified period’ it is possible to draw up a 
schedule of liquidity-preference, showing the amounts of money 
which the people may desire to hold at different rates of inte¬ 
rest. Since interest is the ‘price’ which equilibrates the desire 
to hold wealth in the form of cash with the available quantity 
of cash, it follows that if the rate of interest were lower, the 
aggregate amount of cash which the people would wish to hold 
would exceed the available supply and, if it were raised, there 
would be a surplus cash which no one v/ould be willing to hold. 
The “liquidity-preference” thus is a “potentiality or functional 
tendency, which fixes the quantity of money which the public 
will hold when the rate of interest is given ; so that if r is the 
rate of interest, M the quantity of money and L the function 
of liquidity-preference, we have M = L (r). This is where,, 
and how, the quantity of money enters into the economic 

^ The mistake ia the accepted theories of the rate of interest in the 
opinion of Keynes, “lies in their attempting to derive the rate of interest 
from the first of these two constituents of psycholo^cal time-preference tO' 
the neglect of the second.” (Keynes—General Theory, p. 1 ' 
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scheme.”^ The actual rate of interest in any given circumstance is, 
therefore, determined by the quantity of money in conjunction 
with the liquidity-preference. “As a rule,” observes Keynes, 
“we can suppose that the schedule of liquidity-preference relat¬ 
ing the quantity of money to J^e rate of interest is given by a 
smooth curve which shows the rate of interest falling as the 
quantity of money is increased.” * 

Criticism ; Accordingfjto Keynes, the rate of interest is the 
reward for parting with liquidity and depends on the liquidity- 
preference and the supply of money. It is» therefore, deter¬ 
mined independently of the marginal efficiency of capital. 
Since new investments, according to him, are determined by 
the psychology of-the businessmen and the current rate of in¬ 
terest, the expected profitability of new investment, or the 
marginal efficiency of capital is dismissed by him as irrelevant. 
But, it is minted out that the activities of the businessmen are 
influenced by the productivity of capital. The rate of inte¬ 
rest cannot, therefore, be said to be determined independently 
of the marginal efficiency of capital or demand for investment 
funds. 

Again, Keynes’ argument that the rate of interest measures 
only the marginal liquidity-preference and not the marginal 
forbearance is unwarranted. For, while a man saves, he for¬ 
bears from present consumption for which he gets interest as 
a reward* It is, therefore, coArect to hold that in the case of 
individuals the supply of loanable funds depends upon both 
the marginal liquidity preference and the marginal time-pre¬ 
ference. In the case of bank loans, however, the only govern¬ 
ing factor is the liquidity-preference. 

1 Keynes—General Theory, p. 168. 

2 It is, however, possible that, “drcwmslances can develop in which even 
a large increase in the quantity of money may exe§^. a comparatively small 
influence on the rate of interest. For a large increase in'the quantity of 
money may cause so much uncertainty. about the future that liquidily-pre- 
ferenoes due to the security-motive may be strengthened ; whilst opinion 
about, the future rate of interest may be so unanimous, that a »naU dbange 
in present rate^i^ljiay cause a mass movement into cash*”*—(Keynes—General 
Tkeory, p. 17i) 
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Thirdly, money, according to Keynes, is co-extensive with 
bank deposits. *‘It is often convenient in practice” says he, 
“to include in money-time-deposits with banks and, occasion¬ 
ally, even such instruments as (e.p.) treasury bills. As a rule, 
I shall assume that money is co-«tensivc with bank deposits.”^ 
But his theory, he states in his ^cussion with Roberston, does 
not run in terms of demand for and supply of credit. It is, 
therefore, not clear as to what meanii^ he attaches to ‘money/ 

Finally, does a policy of continued monetary expansion 
necessarily lead^to a continued decline in the rate of interest, 
as Keynes suggests .Not necessarily. On the other hand, such 
an inflationary policy may cause a mass flight from the cur¬ 
rency. Keynes seems to lay . more emphasis on monetary 
phenomena than on real economic forces, like demand and sup¬ 
ply of capital. 

Can the Rate of Interest be Zero ? According to Prof. 
Schumpeter, interest arises because, lured by the prospects of 
temporary profit, the entrepreneurs demand capital. But in 
• a static state, profits disappear and, therefore, interest in such 
a state would fall to zero. But this is a mistaken view. For, 
even in a static state there may be individuals with unequal 
incomes and unequal needs in successive years. And it is not 
unlikely that in order to maximise their total satisfaction out of 
their total expenditure spread out over the whole period, some 
may borrow and some may lend in a particular year. In a 
static state, there would b^ interest, that is, the ‘implicit* in¬ 
terest as a result of “abstinence in the sense of refraining from 
accumulation.’*® 

The fact is, that the rate of interest depends on the demand 
for and the supply of loanable funds, rising when the demand 
exceeds the supply ^d falling when the supply exceeds the de- 

1 Keynefr—Cieneral Theoiy, p. 187n. 

2 Interest may be ‘explicit* or ‘implicit’. By expUdt interest is ntAimf 

the income which s lender obtains through a loan contract. An d the income 
which the capital earns for the bonower is said to be the interest. 
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mand. Assuming that capital accumulates at a rate faster than 
the rate of increase of population, the rate of interest may tend 
to fall if it means excess of supply of capital than the demand. 
But can it ever fall to zero ? It is difficult to give any answer 
either in the affirmative or i^^the negative without any quali" 
fication. For, the rate of interest may be positive, zero or even 
negative, under different circumstances which may be envisaged. 
For instance, it will be ^sitive when the demand for loanable 
fund is more than the supply of it; zero when the willingness 
of the lenders to lend at all costs is just balanced by the un¬ 
willingness of the borrowers to borrow and negative, when the 
supply of loanable fund exceeds the demand for it. A mil¬ 
lionaire, for instance, may decide to deposit money on current 
account and instead of getting any interest on it, may agree to 
bear the ‘bank charges* which simply means that he Icn^ at 
a negative rate of interest. 

But since our wants are unlimited there will always be scope 
for profitable employment of capital for productive purposes 
for the satisfaction of our wants. There will, therefore, always 
be demand for capital. The rate of interest may fall to zero 
only when the borrowers cease to demand loanable fund be¬ 
cause the marginal net product of capital is conceived to be 
nil. But that is unlikely to ever occur. It is equally unlikely 
that the lender w'ould lend, generally speaking, without any 
expectation of reward, leading thus to zero rate of interest. 
There is, therefore, hardly any likelihood of the rate of interest 
falling ever to zero. 

Why th^re are Diiferences in the Rates of Interest ? 

Under perfect competition, we have observed before, the 
rate of interest, that is, the pure rate of interest, has a ten¬ 
dency to be equal throughout a country.0 In actual life, how¬ 
ever, we notice that different rates of interest are charged., on 
loans of different kinds. Why sudi differences in the rates of 
interest exist ? There axe several reasons for these differences 
in the ratS^f interest.. In the first Place, the differences in 
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the rates of interest exist because the periods of time for which 
loans are given differ. The longer the period of the loan, the 
less liquid it will be and, therefore, the higher will be the rate 
of Interest which will be charged on such loan. Secondly, 
the rates of interest differ becaull^ all borrowers cannot offer 
equaUy good securities against the loans they require. The 
rate of interest will obviously be hi^er when there is the 
risk of default and lower when there i^no such risk. Thirdly, 
differences in the rates of interest exist because of the imper¬ 
fections of the capital market. The capital market is made- 
up of l^arious sub-markets each of which specialises in different 
kinds of loans and none, therefore, is in competition with the 
other. For instance, the joint stock banks advance loans to 
one kind of borrower whereas the building societies cater for 
another category of borrower. Again, the insurance compa¬ 
nies cater for one kind of lender while the investment trusts 
for another. The market for short term loans, again, is cut 
off from the market for long term loans. “Thus the bor¬ 
rowers and lenders, attached by habit or by ignorance to one 
sub-market, may raise or make loans on terms less favourable 
than the rates ruling in other sub-markets.” * Fourthly, the 
market imperfections will be greater when there exist geo¬ 
graphical obstacles to competition. That is, the borrowers 
may pay higher rate of interest because they are unknown 
to the lenders outside their country and, therefore, have ac¬ 
cess to only local capital market. Finally, the differences in 
the rates of interest payable on large or small loans may also 
be due to the differences in marketability. Foi* instance, a 
company may have to pay a high rate of interest when it 
decides make a small issue of bonds. This is so, firstly, be¬ 
cause trading in these bonds will be restricted, and hence, for 
the lenders it will memi greater difficulty in disposing of these 
bonds in order to recover their money if they so desire and, 
secondly, the value of these bonds when the market' is nar¬ 
row, will tend to fluctuate more abruptly. 

^ Caimeross—XatioducUon to Economics, p. 260. 
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The Justification of Interest : Is there any justifica¬ 
tion of earning money by lending it ? In ancient times, philo¬ 
sophers like Aristotle condemned interest as usuary. These 
philosophers looked at the phenomenon of interest from ethi¬ 
cal point of view and no bonder, therefore, that it was be¬ 
lieved that to obtain interest by lending money, was to make 
an unnatural use of money, interest being the ‘unnatural’ off¬ 
spring of a barren m^.al. But these ideas have undergone 
changes since then. And from purely economic stand point 
there are reasons to justify interest. 

We may look upon interest both as a ‘price* an^ as a 
source of income as well. Regarded as a price interest does 
perform a useful social function, viz., it rations out savings, 
the supply of which is relatively scarce, among competing bor¬ 
rowers. Even in a socialist community it is necessary to 
determine the priority of the schemes calling for use of capital 
which is scarce and to eliminate those schemes from which 
the expected returns are small and hence, interest can perform 
this useful function of rationing out the limited supply of 
capital between competing claims. For, if the “return could 
be measured in money terms, the charging of a rate of in¬ 
terest would automatically secure this result, since it would 
give priority to schemes offering prospects of a higher return, 
and weed out schemes of lesser productivity. The rate of 
interest would be fixed just low enough to attract claimants 
for the total supply of savings.” ^ 

It is, however, difficult to justify interest if it is regarded 
as a source of income. For, interest is earned by those who 
happen to own capital. It, therefore, implies that if we jus¬ 
tify payment of interest, we also justify existence of inequa¬ 
lities of ownership of capital. Those i'ho defend capitalism 
(of which differences in ownership are an integral part) argue 
that the prospect of unequal gains and enjoyment of property 
rights are^e greatest inducements which inspire men to pro- 

^A. cJ^tosch—Intioduction to Eoouoimcs, p. S57. 
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ductive activities and, therefore, provide incentives to the ac¬ 
cumulation of capital and thus lead to progress. Neverthe¬ 
less, none possibly would deny that “where inequality is the 
fruit, not of effort, but of inheritance, fraud or luck, it is un¬ 
justifiable and ought to be diiqpished by such expedients 
(e.gr.. Estate Duties) as leave the fundamental institutions of 
capitalism undisturbed.”^ And we may justify payment of 
interest if it can be shown that eapit||l would cease to accu¬ 
mulate or cease to be lent without the inducement of interest. 
It is possible that when the rate is very low the 
capitalists may choose to consume a part of their sav¬ 
ings. The capital consumption, however, is likely to be neg¬ 
ligible, except at a very low rate. But as it has been ob¬ 
served, long before “the sources of thrift dried up, or the stock 
of capital was drawn on, a more immediate danger would make 
itself felt—the disinclination of the capitalists to lend.” 


1 Ibid, p. 257. 
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PROFITS 

What is Profit ? Th(^iiet income which accrues to the 
owner of a business after all costs are accounted for is said to be 
his profit. It is thus any income which is in excess of costs. 
The costs include, wagc£, rent, interest, the earnings of manage¬ 
ment, taxes, depreciation, etc. In the words of Marshall, the 
profits of a business arc “the excess of its receipts over its out¬ 
goings.” 

Generally, however, by profit we mean the difference bet¬ 
ween the total expenses which a producer incurs in producing 
a commodity and the total revenue which he obtains from its 
sale. ^ 

This concept of profit, that is, the gross profit, however, 
includes certain elements which should be excluded in order to 
calculate the net profit. Take, for instance, the earnings of 
management. The owner of a business undertakes the work 
of management just as a salaried manager of a joint stock 
company does. In the case of the latter, that is, the joint stock 
company, the salary of the manager, who does the w'ork of 
management is included in its expenses, i.e., excluded from its 
profits, whereas in the case of the former, the owner does the 
same kind of w'ork, but without any expense, hence, because 
of owner’s efforts, profits are more. To find out the net pro¬ 
fit, we should, therefore, deduct the expenses to which the owner 
would be put if he had to hire the services of a manager like 

^ This difference may be expressed either as a return on capital, that 
is, the total profit over a year being related to the amount of capital invested; 
or, as a rate of turnover, that is, as the propoi|f>|Dn by which the price per 
unit told exceeds its cost. 

By the annual rate of profit Marshall means the ratio which the yearly 
profits bear to the capital invested in a business and by the rate of profits 
on tlie turnover he means the rate of profits that are mode every time 
the capital^^Ahe business is turned over, that is, every time sales ate made 
equal to tll^t^pital. 
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the joint stock company. In other words, we should deduct 
the amount which he could obtain as his salary if he were em¬ 
ployed as a manager in a joint stock company. Secondly, the 
gross profits include an element of interest. The interest to 
be paid on borrowed ca[>ital is ob\^usly an expense and there¬ 
fore excluded from net profits. But when one's own capital 
is used in the business no deduction is made. While calculat¬ 
ing the net profit, from the gross relurj on capital we should, 
therefore, deduct the amount which he might have earned by 
lending it. Thirdly, the rent of land or buildings owned by the 
business man himself should be excluded from the gross profit 
to ascertain the net profit. 

Profits and the Earnings of other Factors of Produc¬ 
tion ^ : Profit differs from rent, wage and interest, that is, the 
earnings of the other factors of production, namely, land, labour 
and capital in three important ways. In the first place, while 
profit may be negative, neither rent, nor wage nor interest is 
ever likely to be negative. Secondly, profit fluctuates more 
than the earnings of any other factor of production, because 
its rcspon.se to price changes is immediate, whereas the other 
incomes (rent, wage or interest) are adjusted slowly. Thirdly, 
profit is an uncertain income—a residue determined by a num¬ 
ber of forces whereas the other incomes, viz., rent, wage, or in¬ 
terest, are contractual and, therefore, certain. 


1 According to Taussig, profits can be “regarded simply as a form of 
wages.’* An entrepreneur earns his income because of his skill and ability 
in organising and co-ordinating the different factors, his shrewd judgment 
etc. The profit, that is, the reward he earns for these qualities are, ac¬ 
cording to him, analogous to wages because though mental and with certain 
peculiarities, the activity of an entrepreneur for whidi he earns profits is 
nothing but a form of lal%ir. Hence, the reward he obtains, that is, the 
profits, should be regarded as wages. But as we have discussed, there are 
several reasons which distinguish profit from wage, the earning of labour. 
The wage is certain and does not fluctuate in the way the profit does. 
Nor does the labourer assume the type of risks for undertaking which pro¬ 
fits accrue to the entrepreneur. The diance element, so oftei:^||j||pt8 in pro¬ 
fit, is nil in wage. Wage, again, can never be negative. 
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Normal Profit, Monopoly Profit and Windfall Profit; 

Normal Profit : Noroial profit, according to Marshall, is 
earned by an equilibrium firm, that is, the firm which has 
neither any tendency to expand nor to contract. In other 
words, only a represeiitalif^ firm earns normal profit and it 
is included in the long run supply price of an industry obey¬ 
ing the law of increasing returns. 

Monopoly Profit : Profit may be maintained at a level 
higher than what is necessary to induce the producers to under¬ 
take risk and uncertainty. Monopoly profit is possible only when 
the entry into the trade is not free or when there exist obs¬ 
tacles to the acquisition of command over capital or materials 
by desirous men. In other words, monopoly profit arises 
through the ability of the entrepreneur to control the output 
in such a way that the price of the product docs not fall to a 
level which is just equal to the costs. The nature of the demand 
for the product, of course, has to be such that at some pos¬ 
sible point of output the price will be in excess of the costs. 

Windfall Profit : Windfall profits are those profits which 
arise in competitive industries from time to time although the 
firms in the industry do not anticipate them and the sources 
from which they arise are entirely beyond their control. For 
instance, firms may enjoy windfall profits because of a rise in 
the price of the product resulting from currency inflation. 
Firms, which might have a stock of the product manufactured 
or purchased earlier i.c., when the costs were lower, will now 
earn windfall profit by selling them at a higher price. Similarly, 
it is possible that some firms which might have contracted for 
labour and raw materials when the pi'ices were low, will earn 
windfall profit by using them, (*.<?., the labour and the raw 
materials) to manufacture the productfkwhose price has now 
risen, (that is, whose price is now higher than what was anti¬ 
cipated at the time when the contracts were made). 

Firnm^gain, may earn windfall profit if the demand for 
the prod^^ increases suddenly due to, say, a change in the 



PROFITS 


879 


fashion or taste of the consumers, or because of a change in the 
distribution of their income. The existing firms in the industry 
will thus earn windfall profits until new firms enter the 
industry and the supply of the product increases again to the 
point where the price becomes iust eoual to the cost and the 
windfall profit is eliminated. 

m 

Different Theories of Profit 2 Their r.intirisms 

The Risk Theory Profit : Any'business enterprise in¬ 
volves risks and it is the function of the entrepreneur to under¬ 
take these risks involved in the enterprise which he would not 
do were not there the reward, that is, the profit, as an induce¬ 
ment. Production often involves, among other risks, even the 
risk of the loss of capital. An entrepreneur’s reward, there¬ 
fore, has to be considerably more than the likely return on capi¬ 
tal from safer investment. Profits, therefore, are the reward 
of the entrepreneur who assumes the risks involved in the busi¬ 
ness enterprise. This is, in brief, the Risk Theory of profit was 
popularised by Hawlej\ 

Criticism : The theory implies a correlationship between 
profit and risk, that is, the greater the risk, the larger will be 
the profit. Profits, no doubt arise because risks are under¬ 
taken by the entrepreneurs in the different enterprises. But 
there hardly exists any sueh direct correlationship between the 
profit and the degree of the risks involved in the enterprise. 
For, business men’s ability to co-or<linate different factors and 
to organise them, their shrewdness, personal behaviour and 
dealings etc., also earn reward for them. Secoiidlj^. some firms 
may earn what are known as the ^'profits oj Innovation*^ For 
instance, opening of a new market for any product may give 
the ^profits of Innovation* to those firms which get the oppor¬ 
tunity to sell in that#iarkct until the surplus gains disappear as 
a result of competition of other firms in the industry. 

^ Profits of innovation, of course, are purely temporaiy and are similar to 
profits of partial ^monopoly because they depend upon the ^j^llness of the 
number of firms which first adopt the innovation. 
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Assumption of risks, therefore, does not provide the sole 
rationale of the phenomenon profit. ^ Nor, again, all kinds 
of risks give rise to profits. Knight, for instance, makes a dis¬ 
tinction, between those risks which are known, that is, whose 
incidence can be measured ^d, therefore, which are insurable, 
e.gr., fire and accident, and tnose risks which cannot be known, 
that is, whose incidence cannot be measured •beforehand, e.g., 
risk of loss due to sude^n change in the demand for the pro¬ 
duct because of a change in the fashion, or the risk of loss due 
to loss of market resulting from political troubles between the 
countries engaged in trade, etc. The risks of the former type 
since they arc insurable and can be provided for in advance do 
not cause any disutility and the premium for these risks is in¬ 
cluded ill the costs of the firm and hence, cannot be said to be 
profit. According to Knight, thereforc, profits do not arise for 
assumption, of such risks. But the risks of the latter type, that 
is, which are unknown and not measurable beforehand, do gene¬ 
rate a feeling of uncertainty and, thereforc, involve disutility. 
The entrepreneur, therefore, has to be induced to undertake 
these risks by a reward,—the profits. 

Whenever, therefore, it is possible to eliminate the ele¬ 
ment of risk, either through insurance or through any other 
method, the profits due to the element of risk will vanish. 
The normal price of the product in that case will have to cover 
the insurance premium as a cost.^ 

1 Carver, therefore, argues that profits arise not because risks are •un¬ 
dertaken' but because they are ‘avoided.* 

2 Uncertainly bearing, according to some, causes disutility like ‘wwt- 
ing’ and therefore, should be regarded as a separate factor of production. 
It is the function of the entrepreneur to bear the uncertainty of produc¬ 
tive activities just as it is the function of the capitalist to supply ‘waiting.' 
Profits, therefore, are said to be the entrepreneur’s reward for hearimr these 
uncertainties. 

Such a view, however, is hardly acceptable. Uncertainty beuing can¬ 
not be regarded as a separate factor for various reasons. In the first place, 
profit does not accrue simply and solely because the entrepreneur assumes 
uncertainty. I^is. as we have observed, also a reward for his able manage¬ 
ment, shrew({l^gment etc. Secondly, tlie theory may be acceptable only 
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Rent Theory of Profit : The Rent Theory of Profit was 
popularised by F. A. Walker. According to this theory, pro¬ 
fits are earned by those entrepreneurs who have superior ability 
just as, only those pieces of land which possess superior ferti¬ 
lity (or situational advantage) earn rent. Profit, therefore, ac¬ 
cording to Walker, is the rent ortbility, earned by the entre¬ 
preneurs possessing superior ability. The entrepreneur who just 
succeeds to cover his costs by selling his products at the cur¬ 
rent price is the marginal entrepreneiff or the no-profit entre¬ 
preneur, just as that piece of land the cost of cultivation on 
which is just covered by the price of the produce is the mar¬ 
ginal or the no-rent land. The profits of the superior entre¬ 
preneurs, therefore, can be calculated by comparison with the 
no-profit class of entrepreneurs just as the rent on superior 
land is calculated by comparison with the marginal or no-rent 
land. It thus naturally follows that profits also do not enter 
into the price of the product just as rent does not enter into 
the price of the produce. This is, in brief, the Rent Theory of 
Profit. ^ 

Critidsm : In the case of land, the differential gains arise 
because the supply of land is inelastic and it has no supply price. 
But the supply of businessmen of superior ability is elastic and 
there is a supply price of the business ability in command of 
capital. Secondly, profit, it is pointed out, like rent is not a 
true surplus; the analogy to rent, therefore, is not warranted. 
In the case of business enterprises, some entrepreneurs may in¬ 
cur loss, i.e.» profit may be negative. But rent in the case of 
land will be either positive or zero ; it can never be negative. 
Nor, again, can it be said that ])rofits do not enter into price 
of the product just as rent docs not enter into the price of 

if the doctrine of real cc^ is also accepted, that is, if it is accepted that 
all costs are ultimately Vbducible into ‘pains and disutUities.* But since 
the doctrine of real cost is no loUger accepted, uncertainty bearing cannot 
be regarded as a separate factor of production. 

lit may be noted that, according to Walker, profits mean only the 
net gains of the entrepreneur who does not employ his ow|y||pital in the 
business. It constitutes a *specie8 of the same genus as rsj 
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the produce. In the long nin, since the supply of entrepreneurs 
of superior ability is not governed by nature in the sense in 
which the supply of land is, the normal profits do form a part 
of the cost of production, that is, enter into the price of the 
product. Normal profit is ^ element of normal supply price 
of the product. Again, the weory sugge.sts that the profit is 
the rent of ability. But the ordinary share-holders of a joint 
stock company who maj not possess the least business ability 
do earn a share of the profits. The Rent Theory of profit, 
therefore, fails to explain the profit which is enjoyed by the 
ordinary share-holders of any joint stock company earning 
profits. Finally, some entrepreneurs may earn windfall profits 
or what are known as the ^profits of innovation* which obviously 
have no connection with their ability as businessmen. 

The Rent Theory of Walker, therefore, seeks to explain the 
differences in profits but does not explain what is more funda¬ 
mental— viz., the nature of profit. 

The Marginal Productivity Theory of Profit : Accord¬ 
ing to this theory, profits or the earnings of the entrepreneur, 
tend to equal the marginal net product of one unit of the fac¬ 
tor—organisation. That is, in other words, profits tend to be 
equal to the amount which the community is able to produce 
in excess with the services of the entrepreneur over what it 
could produce without his services. It is true, that, this mar¬ 
ginal net product of the entrepreneur cannot be determined in 
the same way as the marginal net product of land, labour and 
capital can be determined by the application of the principle 
of substitution at the margin, that is» by adding (or subtract¬ 
ing) one unit of enterprise while keeping the other co-operating 
factors as constant. For, the forces “bearing upon the em¬ 
ployer’s remuneration operate indirectly.” The marginal pro¬ 
ductivity theory, however, according to^Marshall, applies in¬ 
directly to the factor, enterprise. In the business world, the 
less capable or the ‘misfits’ are eliminated by a ceaseless process 
of natural selection. While, therefore, the selection of other 
factors enterprise) to be employed in the business is 
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made by the entrepreneur, the selection of the successful entre¬ 
preneurs, or the businessmen, by ceaseless elimination of the 
‘misfits^ is made by Nature, or the ‘blind forces of competi¬ 
tion/ 

Criticism : Profits, it is sai#, cannot be explained by the 
marginal productivity theory which is not directly applicable 
to the factor enterprise. It is practically impossible to measure 
the net product of the entrepreneur 1^? adding or withdrawing 
one unit of enterprise, keeping the other factors used in the 
business constant. In either case, the whole business will be 
completely disorganised. 

The marginal productivity theory is helpful in measuring 
the marginal net products of the other factors of production, 
that is, land, labour and capital and this is done by the entre¬ 
preneur. But any attempt to measure the marginal net pro¬ 
duct of the entrepreneur, even indirectly, is bound to be in¬ 
exact and misleading. 

The Dynamic Theory of Profit: Profit, according to 
J. B. Clark, who propounded this Dynamic Theory, exists only 
in a dynamic society, that is, in a society which is progressive. 
In a static society characterised by the absence of any change 
either in population, or in the stock of capital, or in the tech¬ 
nique of production, or in the tastes of the consumers, profit 
does not exist. The entrepreneur, in such a state, only gets 
the wages of superintendence, since there would not remain any 
surplus above the costs because each factor would obtain what 
it would produce and the price of each product would be equal 
to its cost of production. But in a dynamic society, changes 
occur and, therefore, mal-adjustments between supply and 
demand take place. These mal-adjustments give rise to profits 
or losses. In a dynAiic society, the disequilibrium or the mal¬ 
adjustment is brought about not necessarily by the natural 
forces alone, but the entrepreneur whose constant endeavour 
is to make larger profits by lowering the cost, hin^elf disturbs 
the equilibrium and thus creates maladjustment,fpich malad- 
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justment occurs, for example, when he succeeds in adopting some 
new technique of production or invention which lowers his costs 
of production and thus enables him to earn profits. He» however, 
cannot enjoy this profit permanently. For, high profits will 
allure other producers who w^l also adopt the same technique 
or invention and thus competition will set in. Sooner or later, 
therefore, increased supply will result in a fall* in the price of 
the product and ultimat^^ the profit will cease to exist.^ “In 
a way this gain,” observes Clark, “is sclf-annhilating. The 
uniform rate towards which pure profit tends, though it never 

reaches it in all groups at once—^is a zero rate_Competition 

tends to annihilate pure profit.” 

Profits are, therefore, unstable. The entrepreneur who 
succeeds in adopting an invention or a new technique of pro¬ 
duction, succeeds in earning a surplus, that is, profit but only 
temporarily, that is, until comiietilion eliminates it. 

Criticism : Every change, it is pointed out, docs not ne¬ 
cessarily disturb the equilibrium or create maladjustment and, 
therefore, every change cannot be said to be giving rise to pro¬ 
fits. There are changes which can be known beforehand and, 
therefore, can be provided for in advance. These changes, 
therefore, do not give rise to profit since they do not disturb 
the equilibrium or cause maladjustments which are said to be 
the causes of profits. But there are changes which cannot be 
foreknown and, therefore, cannot be provided for in advance. 
These changes disturb the equilibrium and cause mal-adjust- 
ment and, therefore give rise to profits. Secondly, production 
even in a static state, is not without certain amount of risk. 
For, every decision of the entrepreneur, either in the selection 
of his employees, or in his entering into any contract, financial 
or otherwise, entails some amount of risk. A wrong decision 
on his part will mean loss. The entreprenflir, therefore, should 

^ Competition is likefy to raise the cost abo, since the factors mSijp 
have to be paid at higher rates than before and thus, sooner or later, 
the cost equal to the price of the product leading, therefore, to 

the disappeai^^ of the element of profit—the surplus. 
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earn reward in the shape of profits for the assumption of these 
risks. 

The truth, therefore, is as has been observed by Knight, 
that any divergence of the actual conditions from those which 
have been expected and, therefore, on the basis of which busi¬ 
ness arrangements have been made gives rise to profit. It is not 
necessarily due to any dynamic change, as Clark seems to sug¬ 
gest, that profit arises. 
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CHAPTER 25 
Jntroductory 

What is Money ? “Money” it has been observed, “is one 
of the most fundamental of all Man's inventions. Every branch 
of knowledge has its fundamental discovery. In mechanics it 
is the wheel, in science fire, in politics the vote. Similarly, in 
economics, in the whole commercial side of Man's social exis¬ 
tence, money is the essential invention on which all the rest is 
based.”^ It is, therefore, as important as it is interesting for 
a student of economics to know: What IMoney is. 

While people acccfit commodities for their own sake—they 
do not accept money for its own sake. They accept money 
because they know that others also will accept money, that is, 
there will always be available ready ‘buyer’ for money, since 
people will accept it in exchange for goods and services. This 
acceptability is the most important quality of money which 
distinguishes it from other commodities. Anything, therefore, 
which by custom or by law is generally acceptable without ques¬ 
tion in payment for goods and services, or in settlements of 
debts, is money. 

Mr. Robertson uses the term money to “denote anything 
which is widely accepted in payment for goods, or in discharge 
of other kinds of business obligation.”® A thiug, however, will not 
be widely acceptable in discharge of such obligations, “unless it 
is expressed as a multiple of some unit i^’iich is regarded as a 
measure or standard of the value of things in general.” ® 

1 Crowtbeiir-An Outline of Money, p. 4. 

2 Rob ■ ‘Money, p. 2. 

sibid- 
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In a community whose economy is based on division of 
labour and exchange, the use of money is indispensable. Social 
economy, has always been and perhaps will ever remain, a mo¬ 
netary economy. 

Why precious metals havc( 4>een chosen to be used as 
Money ? In the history of money, the discovery of metals as 
the most suitable of all commodities to serve as money is per¬ 
haps the most important discovery. ’Several other commodi¬ 
ties, even animals like cows, goats etc., were used for the pur¬ 
pose (at one time or other) but they were found wanting and, 
therefore, discarded. It is, therefore, reasonable to ask : why 
were they discarded ? Or, put the other way round, why pre¬ 
cious metals like gold and silver were found most suitable for 
serving the purposes of money ? There are several reasons for 
this choice, viz., these metals are generally acceptable, easily 
handled and are cognizable, that is, are ascertainable with less 
difficulty. Besides, they are durable, i.e., do not waste away 
soon and are portable, i.e., their cost of transport from one place 
to another is low, since they contain high value in small bulk, 
and are divisible too, that is, the value of coins may be deter¬ 
mined according to the amount of metal contained in them. 
Furthermon?, the annual production of these metals is only a 
small fraction of their total amount already in existence and, 
therefore, their value remains more or less stable, since the sup¬ 
ply does not vary much from year to year. 

These, then, arc the reasons why gold and silver were 
•chosen to serve as money. These metals were chosen* in 
the words of Crowther, “simply because of their suitability 
for the job ; they are easily handled and stuped, they do not 
deteriorate, they have just about the right degree of scarcity, 
■and they can be relief upon neither to increase nor to diminish 
in quantity except gradually.”^ 

There were, hovw|||L two main difficulties with these 
metals viz., ascertainn^Vllf their quality and secq^dly, divid- 


^ Op. Gitii—p. 8. 
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ing them into convenient units. But these difficulties were 
got over by the invention of the system of coinage. 

DifficiiltieB of Barter: Economic Functions of Money : 

In the earliest stages of hunt'n history, we find that the primi¬ 
tive man had but a few needs which he could satisfy either by 
his own efforts, that is, by producing whatever he needed, or 
by barter, that is, by (J'rect exchange of goods against goods. 
The trading in the primitive society, thus, consisted entirely 
of barter. But there are certain inherent difficulties and in¬ 
conveniences in trading by barter. In the first place, there is 
the difficulty of bringing the two parties—the buyer and the 
seller together, that is, exchange by barter requires what is 
called a “double coincidence of wants” which seldom occurs. 
For, a man eager to exchange what he has with w’hat he wants 
must find out a man who wants what he has and possesses what 
he wants : To take an illustration : Suppose, there are three 
persons, namely. A, B and C. A has goats and wants pigs, 
B has pigs but he is not interested in goats, he w^ants sheep 
instead. And C, while he is interested in goats but docs not 
possess pigs, he has some nuts. How can then these three per¬ 
sons exchange what they have for what they want ? It is ob¬ 
viously impossible, hloncy overcomes this difficulty unavoid¬ 
able in exchange by barter, because, money serves as a medium 
of exchange, and goods, when there is money in use, are ex¬ 
changed! for money. In our illustration A, B and C can ob¬ 
tain money in exchange for goats, pigs and nuts and with the 
money can buy pigs, sheep and goat respectively. Money thus 
helps exchange by mediating. It, therefore, serves as a medium 
of exchange, that is, it mediates in the exchange. 

A second difficulty of exchange by barter is the absence of 
means of sub-division. A, for instance, who has goats, wantiSi^ 
some nuts. But, how can he ? Obviously, he cannot exchange 
a part of the goat he has for obtaining a few nuts. The use 
of money jg a measure of value removes this difficulty of set¬ 
tling the A can sell his goat and spend only a part of 
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the sum received by selling the goat for purchasing a few nuts 
he wants. In barter economy, when the number of articles is 
innumerable—^the. want of a common measure of value will be 
felt all the more. For, in that case, we would have to carry in 
our minds “a complete catalogue # exchange-values, expressing 
the value of each commodity in terms of a different amount of 
every other commodity.” Money, serving as it does as a com¬ 
mon denominator of exchange-values, rAnoves this difficulty and 
facilitates a system of prices.^ 

Thirdly, the problem of storing presents a real difficulty 
in barter economy. For, commodities will perish, sooner or 
later, and, therefore, cannot be stored for a long period. But 
one can store value by storing money, that is, the jiurchasing 
power, easily and for a considerably long period. Money, 
therefore, serves as a store of value and thus removes the diffi¬ 
culty of storing which exists in barter economy. 

Finally, in the absence of money, that is, in the absence of 
a unit for the measurement of debts, lending and borrowing 
would become extremely difficult since there would always re¬ 
main. the risk of fluctuations in the value of the commodity 
in terms of which loans or contracts would be made. Money 
facilitates such loan transactions since people believe that its 
value, or purchasing power, will not change during the period 
of the contract. Besides, it would be “impossible also to set 
debts to a given value against credits to the same value and 
so to cancel out payments between different traders. Every 
transaction would stand by itself. Dealings in debts—the 
work of the Stock Exchange, of the Investment Trusts, of the 
Banks and other financial intermediaries—would cease.”^ 

Kinds of Money : Money has been classified in various 
ways. Of these, the (Ossifications made by Keynes and Robert¬ 
son are, in brief, given below. 

^ The monetary unit for purposes of calculation of the values of different 
commodities is called, *the unit of account.* 

^Caimcros»»bitroduction to Economics: (1944) p. 205.J 

19 
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Keynes’ Classification : Keynes has drawn a distinc¬ 
tion between Money of Account and Money proper. By Money 
of Account is meant that in terms of which Debts, Prices and 
Generai Purchasing Power are expressed. It is, according to 
Keynes, the primary concept of a Theory of Money. It (Money 
of Account) thus comes into existence along wHh Debts (which 
are contracts for deferred payment) and Price-lists (which are 
ofiFers of contracts for sale or purchase). 

By ]\Toney-proper is meant that “by delivery of which 
debt-contracts and price-contracts are discharged^ and in the 
shape of which a store of General Purchasing Power is held,' 
e.g,, j)ound in England and rupee in India. Money itself thus 
derives its character from its relationship to the Money-of-Ac- 
count, since “the debts and prices must first have been express¬ 
ed in terms of the latter.” 

The distinction between Money and Money-of-Account 
may be elucidated by saying that the money of account is the 
description or title and the money is the thing which answers 
to this description. The moncy-of-account is continuous and 
hence, the description may remain the .same, while the actual 
money answering that description might have changed. 

Money-proper, again, is sub-divided into Commodity Mo¬ 
ney, and Rejrresentative Money, two of whose suli-species are 
Fiat-Money and Managed-Money. 

Commodity Money is “composed of actual units of a par¬ 
ticular frecly-obtainable, non-monopolised commodity w^hich 
happens to have been chosen for the familiar purposes of mon¬ 
ey, but the supply of which is governed—^like that of any other 
commodity—^by scarcity and cost of production.”^ 

By Representative Money is meant femething the ‘intrinsic 
value of the material substance of which is divorced from its 
monetary face value.* Representative Money may, however, 
be convertible into *Commodity Money* e.g., notes. 

^ Keyn<^%j^r^tise, Vol. 1., p. 7. 
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Fiat Money is Representative Money (or Token Money) 
“which is created and issued by the State, but is not convertible 
by law into anything other than itself, and has no fixed value 
in terms of an objective standard.”^ 

Mamiged Money —^It is simiftr to the Fiat Money with 
this difference that the state undertakes to manage the “con¬ 
ditions of its issue in such a w'ay that, by convertibility or 
otherwise, it shall have a determinatf value in terms of an 
objective standard.” 

There is thus similarity between Commodity Money and 
Managed Money in that they are related to an objective 
standard of value and there is similarity between Managed 
Money and Fiat Money in that they are representative or paper 
money “having relatively little or no intrinsic value apart from 
the law or practice of the State.” 

Bank-Money : By Bank-Money is meant simply an “ac¬ 
knowledgement of a private debt, expressed in the money-of- 
account, which is us,‘d by passing from one hand to another, 
alternatively with Money Proper to settle a transaction.” ^ 
When, however, the Bank-Money docs not represent a private 
debt but represents a debt owing by the State, and the State 
uses its “chartalist prerogative to declare that the debt itself 
is an acceptable discharge of a liability” it is transformed into 
a species of Money Proper, and is known as Representative 
Money. 

The following is another way of classification of Money 
adopted by Robertson. 

Bank Money and Common Money s Bank Money re¬ 
quires special knowledge, and the making of special arrange¬ 
ments on the part of the recipient; bank-money, and some 
kinds of optional mo7%y “carry the right to exchange them on 
application to the proper quarter for something else,” and 

1 Ibid—p. 7. 

^The aggregate of the State-Money and the Bank-MonjUH^ called by 
Keynes, Current Money. 
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Comvwn Money is that which is universally acceptable within 
a given political area. 

Full Legal Tender Money t By it is meant that which is 
certified by law to be valid ^jn final discharge of a debt for any 
amount from one fellow citizen to another. 

Subsidiary Money and Optional Money : By Buhsidiaty 
Money is meant that ^hich is only so certified for debts up to 
a limited small amount and optional rnoney refers to that sub¬ 
order which is not so certified at all. 

Convertible and Definitive Money i Convertible legal 
tender money is that “which one ordinary citizen must accept 
as final payment from another, but in exchange for which some 
central institution is bound to give something else if requested.** 
Definitive money is that in which “even such a central institu¬ 
tion is entitled to make a final and ultimate discharge of its 
obligations, including the obligation to convert convertible 
money.** 

Token and Full-bodied Money : Money whose value is 
materially greater than the value of the stuff of which it is com¬ 
posed is called Token Money, and the money W'hose value is 
not materially greater than that of its component stuff is called 
FuU-bodied money. 

Coinage : The Different Systems : By coinage is meant 
the manufacture of metallic money. Coins are stamped and 
certified pieces of metals. Coins, in a good system of coinage, 
should be uniform and homogeneous in fineness, size, weight, 
shape etc. Under modern system, intricate designs are adopt¬ 
ed to prevent counterfeiting. 

The system of coinage is known £3 Free and Gratuitous 
when private citizens can bring bullion to the mint and have 
it converted into coins. Such a system is said to be gratuitous 
because £||* mintage no charge is made. The system of coinage 
may, hoVer, be free but not gratuitous. 
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The system of coinage is known as Limited Coinage when 
the private citizens are not allowed, as in the above case, to 
bring bullion to the mint for conversion into coins ; when, that 
is to say, the coinage is done only on government account. 

The government of a Country may, however, charge a fee 
for coining. And w'hen the fee charged just covers the cost 
of converting the bullion into coins, it is said to be Mintage 
or Brassage. When the fee charged is nigher than the cost of 
coinage, it is called Seigniorage.^ 

And the rate at which gold coin is given by the mint in 
exchange for gold bullion is called the Mint Price of Gold. 
Before World War I in England, the mint price of standard 
gold w^as £3-17s.-10^d. per ounce, that is, each ounce of gold was 
manufactured into sovereigns at that rate. 


1 The seigniorage may, however, be taken in two ways viz., either by in¬ 
serting a certain proportion of alloy in the coins in place of precious metal, 
gold or silver, or by charging a fee higher than the actual mntwfinnr 

the bullion into coins. 
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THE VALUE OF MONEY 


The Value of Money : The peculiarity which distin¬ 
guishes money from the otftr commodities is that while the 
commodities arc wanted for their own sake—money is wanted 
not for its own sake. People desire to have money because they 
desire to have commocRties which money will buy. Money, 
that is to say, is just a medium of exchange. When, therefore, 
we speak of the value of money, wc do not mean its intrinsic 
value ; what we have in our minds is the quantity of goods and 
services which a unit of money will buy. The price of a com¬ 
modity is the ratio at which it exchanges for money. The value 
of money, at any given time, therefore, may be regarded as the 
“reciprocal of the general level of prices,” i.c., it will be halved 
when the general level of prices is doubled and doubled when 
the general level of prices is halved. 

The forces which affect the value of Money : The forces 
which affect the value of any commodity may be grouped 
under two headings viz.^ its demand and its supply. Similarly, 
the forces which affect the value of money may be grouped 
under the two categories of demand and supply. That is, at anj' 
given time, the collective demand, in terms of money, acting on 
a given supply of goods and services determines the prices of 
these goods and services, and, in inverse ratio, determines the 
value of money. Given, again, the supply, that is, the total 
amount of money, at any given time, an increase in the demand 
for it will lead to an increase in its value i.e., to a general fall 
in prices e,g., during depression. Conversely, a fall in the 
demand, when the supply is given, will lead to a general rise 
in prices, that is, to a fall in the laluc of money, e.g. 
when people apprehend a rise in the prices of commo<lities, 
and so endeavour to hold more commodities and less money, 
then the increased purchases of commodities will result in a 
rise in th^ prices and a fall in the value of a given amount 
of money 
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The supply of money, at any given time, in a country 
depends, however, not only on its total quantity, but also on 
its monetary and banking systems and on what is known as the 
velocity of circulation of the quantity of money and the bank 
deposits. Now, what exactly is^nnderstood by the velocity 
of circulation of money ? It is not difficult to find out that the 
community’s total effective demand during a given ijcriod of 
time is greater than the actual amoun^of money in circulation. 
This is so, because, on careful examination, it will be found, 
that each unit of money is spent several times duiing a given 
period of time, for, each unit, during that period, goes from one 
person to another or from one firm to another several times. 
This is what is known as the velocity of circulation of money. 
By velocity of circulation is meant the average number of times 
that each piece of money changes hands Le., passes from hand 
to hand during a given period of time. Obviously, then, in esti¬ 
mating the demand for money, it is necessary to take into ac¬ 
count not only the volume of goods to be disposed of within a 
given period of time but also the ‘frequency with which each 
of them changes hands.’' 

One more fundamental peculiarity regarding money has to 
be remembered : The value of money, though it may appear 
strange to the uninitiated, is never the same for any two persons 
when they set out to spend it. The reason is that different 
people are interested in different sets of goods, and there may, 

^ ViJuo of money may t»e iinflerstood either us “income-value” or as 
“transaction-value.” We should, that is to say. be clear in our minds whe¬ 
ther we are thinking of the value of money, “in terms only of the goods 
and servk^*s which enter into final consumption.” or of Ihe value of money 
“in terms of all the goods and services of whatever kind which are exchanged 
by its aid.” According to Mr. Robertson, these two may be called Uie ‘in¬ 
come-value’ and the ‘traigaction-value’ of money respectively. In the same 
way there may be la bon* value of money by whicli is meant the “amount 
of labour of a pven quality which a unit of money will command.” 
Robertmn-Money, p, 18. 

Income Velocity of Circulation of Money: By income velocity of 
circulation of money is meant not the average number of tin^a^each piece of 
money is spent for any purpose whatsoever, but the average ^j^ber of Umes 
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therefore, be quite a number of diffcrnt values of money ac¬ 
cording to the different uses to which it is put. The phrase, 
“value of money” therefore, without any qualification conveys 
no definite meaning. “The only praelical way to get over this 
difficulty” observes Crowthei^, “is arbitrarily to establish cer¬ 
tain standard values of money.” Generally,, three standards 
are distinguished. These are, firstly, the wholesale value of 
money, that is, the val|,e of money in buying those commo¬ 
dities (usually raw Jiiatcrials) which are bought in large quan¬ 
tities and the prices of which arc quoted and recorded on pub¬ 
lic markets. Secondly, the retail value of money, or the cost 
of living value, that is, the value of money in buying the goods 
and services that the ordinary familj^ consumes. It is, how¬ 
ever, difficult to know the retail value of money. For, one has, 
in order to be exact, to find out firstly, what the average family 
buys with its income, and secondly, that is, after such a stan- 
diird list of commodities has been prepared, to find out their 
respective prices.^ Thirdly, the labour value of money, t.e., the 
value of money in hiring labour. This can be determined from 
the rate of wages of the workers for a day’s work. The ac¬ 
counting of the great variety of labour of different types and 
their wages, of course, presents some real difficulties. 

The value of money or the purchasing power of money 
thus has to be understood in a relative sense. It is, therefore, 
difficult to give an exact definition of the value of money. By 
the value of money with reference to all the standards refer¬ 
red to above, we thus mean the relative value and not the abso¬ 
lute value of money. “The wholesale value of money 
is the value of money to a person who happens to 

it is spent in purchase of the goods and services^hicH enter into ordinary 
consumption. This “income-velocity” of cinnilatitm of money is, however, 
much smaller than its “transaction-velocity.”—(Robertson—^Money, p. S4). 

^ The price, for instance, of bread varies fruin town to town. It b, there¬ 
fore, necessary that for each commodity ‘a large number of price quotations 
must be collqg}j|d before on average is struck’. (Crowther—^An Chitline of 
Money). 
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be concerned only with those commodities that are 
traded in wholesale on a public market. The retail value of 
money is its value to a family that happens to buy exactly 
those things which it has been established by inquiry that the 
average family does buy. And the labour value of money is 
its value to a m^n or a business firm that wants to hire every 
variety of labour.” ^ 

Measuring the Value of Money : the index 1>Iumber : 

An index number showing as it does the general trend of 
prices of goods and services, is also indicative of changes in 
the value of money. That is, the value of money is high or 
low according as the general trend of prices shown in the index 
number is low or high. The purchasing power of money, that 
is to say, varies inversely with the price-level. Before under¬ 
taking the construction of an index number it is, however, neces¬ 
sary to know what is meant by Price Level and also the pur¬ 
poses for which an index number may be constructed. 

As consumers, we are interested in a number of commo¬ 
dities on which we spend our money. And we know that the 
prices of all these articles do not always move in the same 
direction; while the prices of some may rise, those of others 
may fall, and they may do so {i.e. rise or fall) at different 
rates. How can we then, it may be asked, measure the changes 
in the prices of these different commodities ? The way by which 
this difficulty is sought to be overcome is by taking into con¬ 
sideration the prices of many articles and by averaging them. 
By thus averaging, we can find an average price for a year, 
which we may take as the standard year. And the changes in 
the average price of commodities, or, in other words, in the 
value of money, can§be measured by comparing the average 
price in any other year with the average price of the standard 
year. The value of money will be high or low, according as 
the average price of commodities registers a fall or a rise. 


^ Crowther—An Outlines of Money, p. 86. 
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The average of the prices of the goods and services on 
which money is spent for various purposes is called the 'price- 
level and a series of such price-levels is ki»own as the Index- 
numbers, An index number thus is a device for finding out 
the relative value of money %om the prices of a selected num¬ 
ber of goods. It shows the average percentage ratio that the 
prices of a given set of goods at one time or place bears to the 
prices of the same set o4goods at another time or place. 

“There are many types and purposes of expenditure,” says 
Keynes “in which we may bo interested at one time or another, 
corresponding to each of which there is an appropriate com¬ 
posite commodity. The price of a eonii>osite commodity 
which is representative of some type of expenditure, we shall 
call a Price-level; and the series of numbers indicative of 
changes in a given price-level we shall call Index-Numbers”. ^ 

Money of Account is thus the term in Avhich the units of 
purchasing power are expressed. Money is the form in which 
the units of purchasing power are held and the “Index-Number 
of the price of the composite commodity representative of con¬ 
sumption is the standard by which units of Purchasing Power 
are measured ” 

Different Purposes for which Index-Numbers may he 

useful : The index-number is useful not only for measuring 
the changes in the purchasing power of money ; it is useful 
for other purposes also. For instance, we may construct Cost 
of Living Index-Number to measure the changes in the cost of 
living of the working class. It thus helps us to measure rough¬ 
ly the changes in the amount of welfare enjoyed by the people 
from time to time as indicated by the changes in the purchas¬ 
ing power of money. Again, we may ha^ a Wholesale Index- 
Number to measure the changes in the prices of raw materials 
and semi-finished goods at wholesale. 


^ Keynes—Treatise, Vol. I., p. 53. 
2 Ibid—] - 


THE VALUE OP MONEY 


299 


An index>number may also furnish a basis for the equitable 
discharge of long-term debts. And lastly, by taking into ac¬ 
count the wholesale prices of important commodities, a Tabu¬ 
lar Standard may be constructed with a view to stabilise the 
price-level. l 

How to Construct an Index-Number ? There arc certain 
difficulties in the construction of an Index-Number. We hsive, 
in the first place, to choose a base ye^ which should be a year 
of normal economic activit 3 ^ The changes in the prices of the 
other years are to be measured by a comparison with the prices 
of this year.^ 

The next step in the construction of an index number is 
to make a representative selection of commodities and obtain 
quotations of the market prices of these commodities both in 
the year which is chosen as the base year and in the years 
which we desire to compare. 

We now relate the prices in these ycjirs to the prices in 
the base year, that is, tlie year chosen as the basis of comparison. 

To take an illustration : Suppose the price of wheat per 
maund is Bs. 8 in the base year, say, year I and is Rs. C and 9 
respectively in the other two years, say, years II and III. We 
now represent the price of a maund of wheat in the year I by 
100, and that in the two other years *.<?., years II andf III, by 
75 and 112-5, that is, as a percentage of the price of wheat in 
year I, the base year. These numbers viz., 75,112-5 are known 
as price-relatives. The prices of other commodities which 
may be taken into consideration may, in the same way, be 
expressed in terms of price-relatives. These price-relatives are 
helpful in that they help us to read off the percentage change 
in the price since the base year and hence, we can, know ac¬ 
curately in what pro§ortion the price has risen or fallen. Hav- 

• * r 

^ Selection of a satisfactoiy base year is often veiy difficult. Instead 
of taking any particular year as the ba^ year, therefore, on average of seve¬ 
ral successive years may be taken as the hose period. This is supposed to' 
yield a more accurate result, because the resulting index cannot he biased by 
the peculiarities of any single year. 
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ing obtained a complete series of price-relatives for each article, 
we can calculate the average change in the prices by adding 
together the price-relatives for each year and then dividing the 
resultant figure by the number of articles taken into conside¬ 
ration. ^ 

The following table illustrates how an Index-Number of 
the simple average typers constructed. 

TABLE (J) 

Commodities Year I Year II Year III 




(The base year) 







Price 


Price 


Price 



Price 

rela¬ 

Price 

rela¬ 

Price 

rela¬ 




tives 


tives 


tives 

1. 

Rice (per md.) 

Rs. 13 

100 

lls. 15 

125 

Bs. 18 

150 

«. 

Wheat „ 

„ 8 

100 

.. 6 

75 

10 

125 

8 . 

Flour „ 

10 

100 

„ 7-8-0 

75 

„ 12-8-0 

125 

4. 

Pulses „ 

5 

100 

„ 4 

80 

„ 7-8-0 

150 

6. 

Tea (per Ib.) 

,, s 

100 

„ 2-4-0 

75 

4-8-0 

150 


Number of 

Total 

500 


430 


700 


Commodities—5 

Average 

lOO 


80 


140 


The numbers 100, 86 and 140 are the Index-Numbers of the 
years I, II and III respectively, indicating the proportions in 
which the prices have fallen or risen since the base year, i.e. 
Year I. The prices, that is to say, in the year II are 14 p. c. 
lower and in the year III, are 40 p. c. higher, than those in the 
base year (*.a., year I). This, in other w^ds, means that cor- 

^ If there are n commodities, by thus adding the price-rehitives and divid¬ 
ing the resultant , figure by n we obtain the simple average or the AriUimatio 
Mean. Sometimes, however, instead of being added together the price rela¬ 
tives are multiplied together in order to obtain the Geometric Mean. If, 
therefore, thereA'% n nimmndities. the nth rrmt. nf the nmdiint in then telcen.' 
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responding but in opposite direction, changes have taken place 
in the value of money too. One thing, however, should be 
noted in this connection, viz., these numbers represent only the 
average changes in the prices and not the actual changes in the 
prices of particular articles. 

Such an Index-Number, however, is considered defective 
since it attaches equal importance to each of the commodi¬ 
ties taken into consideration. But 4iis is obviously mislead¬ 
ing for the simple reason that we do not attach equal import¬ 
ance to each commodity. A little change in the price of rice, 
for example, affects the cost of living of the people much more 
than does a considerable change in the price of say, tea. We, 
therefore, err when we give equal importance and, therefore, 
equal weight to both rice and tea. It is, therefore, necessary, 
in order to ensure that the index-number indicates the cor¬ 
rect trend of price changes and their effects on the cost of 
living of the people, that due weight should be given to each 
change in the price. We should, therefore, construct an index 
number by taking a ‘weighted’ instead of a simple average 
of price-relatives. In order to give proper ‘weight’ to each 
commodity, it is necessary to study carefully the family bud¬ 
gets and attach ‘weight’ to different commodities with refer¬ 
ence to their relative importance, that is, with reference to 
the relative amount of their income which the people spend 
on their consumption. In other words> the weights should 
correspond to the proportion between their expenditure on 
each commodity and their total expenditure on all commodi¬ 
ties taken together. These ‘w’eights’ then should be multi¬ 
plied by the appropriate price-relatives and an average price- 
level will be known by dividing the total for each year by 
the sum of the ‘weights’ and not by the number of commo> 
dities as in the calb of index-number of the simple average 
type. To take again an illustration: Suppose that the 
‘weights’ given to the five commodities taken in the former 
illustration namely, rice, wheat, flour, pulses and tea, accord¬ 
ing to their relative importance, are 10, 8, 4, 2, 1^. The weight- 
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ed average index number for the years II and III will now 
be as follows: 


TABLE (II) 

Commodities Price-i’elath’^ss Weights Expe^nditure-relatives * 

Price-relalives multi¬ 
plied by ‘weights’. 

Yr. I Yr.sll Yr. Ill Yr. I Yr. II Yr. Ill 


1. Rice (per md.) 

100 


150 

10 

1,000 

1,2^50 

1,500 

S. Wheat „ 

100 

75 

135 

8 

800 

600 

1,000 

S. Flour „ 

100 

75 

135 

4 

400 

300 

500 

4. Pulses „ 

100 

80 

150 

3 

300 

160 

300 

5. Tea (per Ih.) 

100 

75 

150 

1 

100 

75 

150 

Number 

of 

Commodities 5 








Total 

500 

430 

700 

35 

2.500 

8,385 

3,450 

Average 

100 

86 

140 

— 

100 

95*4 

138 


Earlier, in the simple average index-number (Table I) 
we have seen that the price-level in year II indicated a fall of 
14 per cent and that in the year III indicated a rise of 40 per 
cent as compared with the price-level in the base year, ».e., 
year I. Btit now when due ‘weights* have been given to the 
commodities according to their relative importance in national 
consumption, we notice that the price-level in year II has 
fallen by 4*6 per cent and that in year III has risen by 38 
per cent only. 

Difficulties in the construction of Index-Numbers s The 
first difficulty in the construction of an index-number is the 
choice of a year which should provide a satisfactory base from 

1 The last thiee columns of Table (II) ate headed as Expenditure-Re¬ 
latives because if the figures in the cohimu 6 represent the expenditure on 
each commodity in the year I, the expenditures on the same commodity at the 
prices ruling in the years 11 and III, are exactly represented by the figures 
in columns 9 agd 7. 
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which we can measure the changes in prices and weights which 
are in keeping with our normal consumption. The year select¬ 
ed as the base year should be a year of normal economic acti¬ 
vity and the prices should be in a fairly normal relationship 
to one another and the expenditi^e of the people in that year 
should also be distributed between each commodity in a norma] 
way. Secondly, it is not unlikely even in a shore period that 
the commodities and services may untfergo changes in quality. 
The extraction of price-relatives, therefore, from the informa¬ 
tion about the prices only is a difficult task. We should, 
therefore, be very careful while making comparison between 
different prices, since these prices may be paid for goods and 
services which change from year to year. Thirdly, it is a 
common knowledge that no two persons or families spend 
money on similar things nor do they buy articles in the same 
amounts. The ‘weights’, therefore, which arc appropriate to 
one man’s or one family’s expenditure are very likely to be in¬ 
appropriate to another man’s or another family’s expenditure. 
The problem of giving due weight, therefore, is a difficult one. 
And it is desirable that we should have separate indices for 
people in different income groups. Fourthly, our tastes 
and habits are changing ceaselessly. Hence, we buy 
different things at different times according to our new 
tastes and habits. Some artic*les may become relatively 
dear while others may remain relatively cheaper and we adapt 
our consumption to take advantage of the change in the rela¬ 
tive prices. Thus the bundle of commodities purchas¬ 
ed in one year differs from that purchased in another 
year. Any exact comparison, therefore, between the pur¬ 
chasing power of money in different years becomes impos¬ 
sible. Such comparison is possible only when we spend money 
to make the same piifchases in different years. The difficulties 
arising from the introduction of new commodities and changes 
in our purchases, it is suggested, may be overcome by construc¬ 
tion of a chain index-number. That is, the weights may be re¬ 
vised every year in accordance with the observed chancres in con- 
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sumption and prices in each year may be linked with the prices 
in the succeeding year. The series of links may then be formed 
into a chain by letting 100 represent the price-level in some 
base year and attaching each link, that is, each successive 
change in prices, in turn. F it “such a chain index number” it 
has been observed, “however, v/ould disregard rather than solve 
our problem. It would be based on the assumption that 
changes in purchase imndjacent years were negligible. But it 
is precisely these changes which we wish to take into account. 
If we give up using butter when margarine comes on the market, 
an index of the cost of living ought to reflect the advantage to 
us of the new and cheaper substitute. But all that a chain 
index does is to attach more and more importance to changes 
in the price of margarine as our consumption of it increases. 
This is an advance on the more usual procedure of assuming 
that we eat just as much butter as before. But in the long run 
it is little more satisfactory. The cumulative advantages which 
we derive from the new commodities introduced year by year 
are equally disregarded.”^ 

In view of so many difficulties in the construction of an 
index number, it may seem to be of little use to take the trouble 
of constructing such index numbers. There would obviously 
be no need to construct an index number if all prices could be 
expected to move together. For, in that case, the change in 
any one price would measure the change in the average level 
of prices. But in reality, instead of moving together, they move 
in different directions and also at different rates. While some 
prices rise, others may fall. Some, again, may rise more than 
the others whereas some may fall less than others. The problem 
of the construction of an index number is, therefore, the prob¬ 
lem of averaging one change against another. And these index- 
numbers are helpful in that they “sum up the changes that 
re-orientate business activity; they make it immensely easier 


1 Ciumc»>8»--Pp. Cit., p. S88. 
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for ua to inteipret these changes intelligently and to control ^ 
them by wise planning.” 

Kinds of Indeoc-Nnmbers t The purchasing power of 
nmi^y, we have seen, is not the same for any two persons, nor 
ts It the same for any two purpo^s for which it may be used. 
Money, that is to say, has different purchasing power for diffe¬ 
rent x>eople and dlso for different purposes for which they spend 
it. So long, in our illustration of the g3nstruction of an index- 
number we tacitly assumed that people spend money to buy 
finished goods. But it is not always true, for, money buys not 
only finished goods but various other commodities at different 
stages in the process of production, viz.» raw materials, semi¬ 
finished goods, etc. And it is just possible that the 
purchasing power of money over these different types 
of goods may change in different directions and .in 
different degrees from its purchasing power over the 
finished goods. There are, therefore, different price-levels 
corresponding to the different groups of things bought 
with money e.^., the wholesale price-level, export price- 
level, price-level of capital goods etc. By the same method, 
which we have discussed, separate indices can be constructed 
to measure the changes in each of these price-levels. We 
should, therefore, do well to remember these points while con¬ 
structing the Index-numbers for different purposes. 

The Wholesale Index-Number s The purpose of the 
wholesale Index-Number is to measure the changes in the prices 
of basic commodities (often these are divided into two groups, 
viz., foods and materials or agricultural and non-agricultural) at 
wholesale. It is, therefore, based almost entirely on the prices 
of raw materials in various stages of completion. 

Now-a-days care is taken to give due height* to the diffe- 
r«mt articles according to their importance in the natkmal eco- 
nomy. ' 

Such az^ md^ number, however^ is not the same as the 
standard and. therefore, cannot be sidd ta be 
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correct index of the purchasing power of money for various 
reasons. For example, the wholesale standard and the 
consumption standard may fluctuate differently for various 
reasons, *the goods of which the former takes account in 
an unfinished state are different, or are accounted for in diff<* 
erent proportions, from the ^ goods of which the latter takes 
account in a finished state.* Again, there may be disparity 
between the changes in the two standards because “the un¬ 
finished goods considercct by the former correspond in price by 
anticipation to finished goods existing at a different date from 
the i^ished goods considered by the latter.** Thirdly, the 
wholesale index number ignores personal services and most of 
the costs of marketing. Finally, the wholesale index fluc¬ 
tuates more violently than a consumption index, because 
the former is more influenced by “the price of highly 
specialised items, whereas the latter takes more account of 
relatively unspecialised services, such as tr&nsport and market¬ 
ing.** There is thus no reason to expect that the wholesale 
index and the consumption index over long periods, will move 
together. 

Consumption Standard : The index-number constructed 
with the object of measuring the purchasing power of money 
should include, either directly or indirectly, once and once 
only, all the items which enter into final consumption and 
these should be weighted in proportion to the amount of their 
money income which the consuming public spend on them; 

Such an index-number, although covers a large and re¬ 
presentative part of total consumption, has still a lacuna, since 
it ignores the importance of personal services. A true con¬ 
sumption standard or the index of the general price-levels, 
^erefore, according to Carl Snyder may be constructed by 
“combining four types of price-level” is., the wholi^le pnci^, 
wages, cost of living, and rent, giving the followings wei^ta to 
them respectively £, SJ, 8i and I. . 
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The Working Class Index Number : The cost of living 
index number for the working class is a very useful guide for the 
wage fixation, and also for making revision in the rates of 
wages according to the changes in the circumstances. Such an 
index-number includes the retail prices of the important items 
of consumption goods purchased by the working class people. 
In constructing such an index number, however, proper weights 
should be given to the different items ^f consumption goods. 

The Earnings Standard s It is, as we have already ob¬ 
served, very difiiciilt to measure the Labour Pot»rer of Money. 
Construction of the Earnings Standard with a view to nieasur- 
ing the purchasing power of money over units of human labour 
is very difficult because there are quite a large number of variety 
of human labour and we do not have a common unit in terms 
of which we can compare these different types of human labour. 
Besides, the agreeablencss or otherwise, presence or absence of 
risk, regularity or irregularity of employment, etc., present con¬ 
siderable difficulties. We should, therefore, be satisfied with an 
index-number which takes into account the average earnings 
(money wages) of the whole body of workers per hour. 

International Index Number: In the modern economic 
world various articles flow between one country and another. 
For each country, therefore, there is an index which may be 
called the International index made up of the principal stan¬ 
dardised commodities—^mainly raw materials, in which there 
is an international market and weighted by reference to the 
importance of these commodities in the trade of the country 
in question. 

In an open international system, the price of every cons¬ 
tituent of such an international index, it should be noted, must 
be the same for all coAtries, if it is reduced to terms of the 
same currency, after, of course, allowances are made for tariffs 
and cost of transport. 
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THE VALUE OF MONEY t THE QUANTITY 
THEO®:Y OF MONEY 

The Quantity Theory of Money : Money, we have seen, 
does not have any intrinsic value of its own. It is valuable 
because it buys goods and services. The value of money, in 
other words, is expressed in terms of the goods and services it 
buys. ,A unit of money is more or less valuable according as 
the amount of goods and services which can be exchanged for 
it is large or small The Quantity Theory, one of the earliest 
theories about the value of money, states that the value of a 
unit of money varies directly with the number of units of goods 
and services in existence and inversely with the number of units 
of money in existence. There exists, thus, a close connection 
between the changes in the general level of prices and the 
changes in the quantity of money—^the former depending on 
the latter. At any given time, the aggregate volume of ^kkIs 
and services exchangeable for money is fixed; the demand for 
money, therefore, is constant. An increase or decrease in the 
supply of money will, therefore, only lead to a rise or a fall in 
their prices, that is, in other words, a fall or a rise in the value 
of money. 

In its most rigid form, the Quantity Theory of Money 
states that there exists an exact inverse relationship between 
the value of money and its quantity. That is, in other words, 
a given percentage increase or decrease in the quantity of money 
will lead to the same percentage rise or fall in the general levd 
of prices. 

CMielaiii t The Quantity Theory^in its earliest fom has, 
ImwefVer, ji^n dbcarded as being *enide* ^4 fUjiemte** 
Besides, tiiere ai« cer^^ obvious defects £iroiii wMcb tlie th^ry 
stiRerSi For instance, In the first 'the theory assiUn^ 
th^ the ^astidty of demand for money, in terms of other 
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things, is always equal to unity and the ^demand curve* for 
money, also does not change. That is, the general level 
of prices will be doubled or halved if the quantity of money is 
doubled or halved—so that tlie purchasing power of the total 
amount of money in existence woulfl always be the same. But 
does this assumption always correspond to reality ? Obviously 
not. For, frequent changes do take place in the demand for 
money leading thus to considerable chafiges in the prices even 
if the quantity of money remains constant. Any considerable 
change in the quantity of money, again, is likely to cause a 
change in the demand for it, that is, in the total purchasing 
power of the total amount of money in existence. The German 
inflation after the first Great World War (1914-18) pro¬ 
vides an illustration. During those years, the quantity of 
money was increasing and the prices, too, were rising. But the 
people apprehended continuation of this movement and hence, 
their demand for money declined. Instead of holding marks, 
they tried to convert them into durable goods, shares, foreign 
exchanges etc. Consequently, owing to the general belief that 
prices would continue to rise, the prices in fact rose at a rate fas¬ 
ter than the increase in the quantity of money. Similarly, during 
depressions, prices fall as a result of an increase in the demand 
for money rather than a decrease in its supply. 

Thirdly, it is just possible that every one who wants to 
sell gopds may not be able to sell at a higher price just because 
there is more money in existence. 

The theory also ignores the important fact that an increase 
in the quantity of money may cause, under certain circums¬ 
tances, an increase in the production of goods when loans 
in the form of created cheque-book money are utilised to pui> 
chase raw materials onto make payments to workers., r 

The Quantity Theory in its rigid form, therefore, is no 
longer accepted. It has, however, been expressed by some 
wril^ in a more scientific way—-by taking into account dianj^ 
in oth^ infiuences as well as in the quantity 'vf twn««v. 
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Fisher’s Formula s The Equation of Exchange: When* 
ever goods are sold, they ara obviously exchanged for a certain 
sum of money. During a given period of time, a number of 
such transactions take place and money is exchanged against 
commodities. But the sSes and purchases must always be 
equal. The total value of all those things which are exchanged 
for money, therefore, obviously will be equal to the sum of 
money given in exchange of them. Ih*of. Fisher has tried to 
explain the Quantity Theory with the following Formula. 

ByT, the volume of transaction, Fisher refers to the total 
quantity of goods exchanged against money during a given 
period of time. P denotes the general level of prices at which 
these transactions take place. It follows, therefore, that P mul¬ 
tiplied by T is equal to the total value of all these transactions. 

PT i.e., the total value of all these transactions which take 
place during a given period of time must be equal to the total 
money payments made during that period. Now, M denotes 
the total quantity of money in existence. But it is quite likely 
that during the period in consideration, some of the units of 
money “skip easily from one person to another” and discharge 
a number of separate transactions. The frequency with which 
these units of money change hands, that is* the average velo¬ 
city of circulation has also to be taken into account. V stands 
for tMs average velocity of circulation, that is, the average 
number of times which a unit of money changes hands during 
the given period in question. The total value of money pay¬ 
ments for all these transactions during the period will, therefore, 
be equal to M multiplied by V, that is, MV. Fisher’s Equa¬ 
tion of Exchange thus tells us that MV = PT. This, in other 
words, simply means that the value of what is sold, t.e., PT 
(Quantity X Price) is equal to what is paid for them ti. MV, 
the money outlay. The price-level, that is, P, therefore, can be 
knon^ by dividing MV (the quantity of money multipiied'by 
thO'^veriMse velocity of circulation) by T (the total volume 
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of transaction). 


That is, P = 


MV 

"T" 


Now, in any community, besides cash transactions, some 
credit transactions also take place,*that is, credit is used to buy 
goods and services. The theory, therefore, has been modified 
in order to take into account the bank deposits and also their 
velocity of circulation. M' stands f#r the volume of bank 
deposits withdrawable by chcqiies and V' for the velocity of 
circulation of the bank deposits.^ The price-level P, therefore, 


MV 4- M'V' 
will be equal to, - - 


The points which should be noted in this connection are, 
firstly, that it is assumed that during normal period, while the 
quantity of money changes, T, that is, the volume of transac¬ 
tion, V and V' remain constant. Because T depends on the 
volume of production, which, depending as it does, on such 
factors as supply of the factors of production, their efficiency, 
etc., does not change with the change in the quantity of money. 
Similarly, velocity of circulation, that is, the rapidity with 
which the units of money circulate, depends on the habits of the 
people and their ways and methods of doing business, neither 
of which is likely to .undergo sudden changes. V and V', there¬ 
fore, during any given period of time, remain constant. Accord¬ 
ing to Fisher, in the third place, the proportion of the cash 
reserves to deposits is also more or less constant, that is, M' 
bears a constant relation to M, the quantity of money. 

It follows, therefore, that the price-level changes exactly in 
the same proportion as M, the quantity of money changes. 
That is, the general ^vel of prices will rise or fall exactly by 
the same percentage as the quantity of money increases or de- 
creasesi In any given year, if the prices are doubled or halved, 


1V' i.e.f velocity of circuktioh of baukdeposits can be known by divid- 
ilBg the volume of bhnk depotdtB withdrawable by cheques by the 
total amount, of cheque payments made dutiniT the jpveii p#<i m question. 
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*.e., when compared with what they were a year before, then 
the equation tells us that either of the three things has happen¬ 
ed viz., (i) the quantity of money has been doubled or halved, 
(it) the velocity of circulation has been doubled or halved, (m) 
the physical volume of transaction has been halved or doubled. 

Criticism i Fisher’s Equation of Exchange, it is said, is 
a mere 'truism’ telling rs simply that tlie means of payment, 
that is, MV -f M'V' is equal to the total payments that are 
made, that is, FT. But the fundamental problem of monetary 
theory, as has been observed by Keynest “is not merely to estab* 
lish identities or statical equations relating e.p., the turnover of 
monetary instruments to the turnover of things traded for 
moneys The real task of such a Theory is to treat the problem 
dynamically.” 

Secondly, the four elements in the Equation, viz., M, V, T 
and P, are inter-related. It is not correct to assume that V 
and T are independent of M and P, and that M alone will 
change and cause a corresponding change in P, the price-level. 
For, a change in M is sure to cause changes in V as well as in 
T, i.e., the velocity of circulation and the volume of transac¬ 
tions. Similarly, a change in P, under certain circumstances, 
may lead to a change in M. Nor, again, as Fisher assumes, M' 
bears a constant relation to M. Again, V is neither independent 
of other factors in the equation nor is constant. It is not an in¬ 
dependent variable. It varies, as Pigou has observed, with ' the 
volume of trade and the price-level. It is also affected by 
changes in the volume of money. The assumption, that is to 
say, l^t other things are constant is unrealistic because other 
things do not remain constant and variation in one factor ia 
likely to influence the other factors too. 

Thirdly, it is pointed out that Fisher’s Equation 
establish a direct causal i^nnection betMU 
mopey, its average veloc^^ of jthe tot^ M 

trade and the gener4 lievel of pd(^ seems to overlook this 
fact that/*it^i>uly 'tlu^i^^ mapy sipgle prlpe-inaking procei^ 
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that the monetary factors can influence the economy. The 
equation of exchange is incapable of expressing the changes in 
the structure of relative prices caused by monetary factors. 
These changes, and especially the disproportionate variations 
of different prices, may be of mtich greater importance than 
the variations of* the general price-level.”^ It is, therefore, not 
correct to assume, as the Quantity Theory does, that a change 
in the quantity of money leads to ah exactly proportionate 
change in the price-level. An increase in the supply of money 
may not even lead to a rise in prices if there are unemployed 
resources. 

Fourthly, Fisher’s Quantity Theory seems to ignore the 
element of time that is inherent in the equation. As has been 
observed by Prof. Mitchell, money payments of a given period 
are not entirely related to the transactions of the same period. 
Some of thei current payments at least relate to those trans¬ 
actions which took place some time in the past and not to cur¬ 
rent transactions. This objection becomes more important 
when the period for which the equation is taken is shortened. 
In other words, Fisher’s equation is more valid for long than 
for short periods. 

Finally, it is pointed out that most of the transactions in¬ 
cluded in T are industrial, commercial and financial transac¬ 
tions. The transactions which relate to the purchase of goods 
and services for final consumption constitute only a small frac¬ 
tion of the volume of transactions included in T. The Equation 
of Etchange of Fisher, therefore, does not measure the pur¬ 
chasing power of money but gives us the value of money in 
terms of a unit of transactions. It does not, that is to say, 

us the value of money in terms of a composite unit of con¬ 
sumption goods aud%ervices.. 

It, therefore, measures what is said to be the Cash Trans¬ 
actions standard and not the purchasing power of money. 


^ Theory, p. SS. 
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We should, therefore, err if we over-rate the importance of 
the equation of exchange. Nevertheless, it is true that the 
equation does serve as a “rudimentary outline of the problems in¬ 
volved.** But our object is not only to analyse the determi¬ 
nation of the purchasing po#er of money but also to analyse 
the various ways in which money influences the economy. 

The Gunbridge E4iiation: The Cambridge economists 
have given another version of the Quantity Theory of Money. 
The Cambridge Formula considers not the flow of money and 
of goods as does Fisher*s formula. Instead, it considers the 
stock of money which the people wish to hold at any given 
point of time. The demand for money, that is to say, does 
not depend on the volume of goods and services to be ex¬ 
changed for money but on the ability and willingness of the 
people to hold currency, just as the demand for houses comes 
ultimately not from the persons “who buy and re-sale or lease 
and sub-lease houses, but from the persons, who occupy houses.” 

Now, why people wish to keep a stock of money, that is, 
wish to keep a certain portion of their income, either in cash 
or in bank deposits ? Because, liquid resources over which 
they have ready command have certain advantages over il¬ 
liquid resources, i.e., over which they have no ready command. 
The fraction of their income which the people desire to hold 
in the form of currency depends on several factors. For in¬ 
stance, they may desire to keep money in order to bridge over 
the gap between the time when they receive money and the 
time when they pay it away. Individuals, as well as, firms, 
keep a stock of money to bridge over the time interval bet¬ 
ween receipts and payments. Secondly, the speculative motive 
may also prompt people to keep a stock of money. They may^ ' 
that is to say, expect a fall in prices and so may hold money 
to buy goods later at lower prices, instead of spen&g it in buy¬ 
ing goods now by paying higher prices. Shially, people may 
keep a stock ^f money for sudden contingencies. The total 
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amount of currency held in these v/ays constitutes the demand 
for money at any given point of time.^ 

To take an illustration ; Suppose that a community’s 
annual real income is 1000 bags of cement and it chooses to 
keep a money stock equal to hiilf its annual real income. Ob¬ 
viously, the total quantity of money will be worth 500 bags of 
cement. That is, if the quantity of money consists of, say, 
1000, one rupee notes, then Re. 1 u^ll be worth half a bag of 
cement and the price of cement will be Rs. 2 per bag. That is, 
if the community chooses to keep a store of money equal to 
half its annual income, then the actual quantity of money in 
existence will have that value and each unit of money will have 
its proportionate value. 


Algebrically, the Cambridge Formula is explained in the 
following way: 

Let R stand for the community's annual real income ; k— 
for the proportion of its income that the community desires to 
hold in money; M—^for the number of units of money in ex¬ 
istence. Then, kR will be the value of the total quantity of 
money, that is, M. The value of one unit of money, therefore. 


will be 


M’ 


Now, the value of one unit of money is the opposite of 
price-level; that is, when prices rise, the value of money falls 
and when the prices fall, the value of money rises. We, there¬ 
fore, find out p, the price-level, when we turn upside down the 

, • • ^ 
value of one unit of money, vtz, p=— 


CriticiBni s Tl|p Cambridge School errs in that it takes 
into consideration community’s total resources. But, what we 

1 Tills conception of demand for money, however, is not a new one. 
The Camlnridge School only developed the idea which in an old one and, 
as has been shoan by Marshall, can be found in the works of earlier 
writers like, Petty, X,ocke end Cantillon. ^ 
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are concerned most with is the purchasing power of money. It 
is, therefore, necessary to take into consideration only the in" 
come-deposits^ that is, only a fraction of the total resources of 
the community and not the total resources which consist of In^ 
come. Business and Savings dl^posits. The chief inconvenience 
of the Cambridge Equation, observes Keynes, “lies in its apply¬ 
ing to the total deposits considerations which are primarily re¬ 
levant only to income de](osits and in its tackling the problem 
as though the same sort of considerations which govern income- 
deposits also govern the total deposits.’* 


Secondly, the equation does not help us in understanding the 
important fact that, besides monetary factors, there are a num¬ 
ber of non-monetary factors, e.g. the relation of savings and in¬ 
vestments, etc., which do influence the fluctuations of prices. 

Keynes* Version : In his Tracts on Monetary Reform 
Keynes observes that the quantity of cash is equal to the price 
per consumption unit multiplied by the number of consumption 
units and has given the following formula : n = p (k -f rk'), 

that is, p when, n stands for the quantity of cash, 

k4-rk'» 

that is, the total quantity of currency in 
circulation; 


p stands for the price per consumption unit; 

k stands for the number of consumption units 
which the public choose to hoH in the 
form of cash; 


V 

k' stands for the number of consumption 
units held by the public in bank deposits 
withdrawable by cheques; 

r stands for the proportibn oif the cksh re- 
s^^ held by the bar4t^ eipaihst 


In Keynes* formufo h, it shqiild be ndted, is not total 
money but that part It which is by the public for 
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penditure on consumption and by the banks as cash reserves 
against those deposits intended to be spent on income goods. 
In other words, n does not include the currency and bank de¬ 
posits designed for capital transactions. The formula of Keynes 
differs from the formula of Fisljer in that the latter considers 
all transactions and not exactly the purchasing power of money 
as implied in the Consumption Standard. 

Keynes' formula has, therefore, Jthe merit of focussing at¬ 
tention on, the fact that the price-level depends on the people’s 
habits about holding a proportion of their money incomes in 
the form of readily available cash. It is an improvement upon 
Usher’s formula in that it is concerned with the purchasing 
power of money and quantity of cash and not with the general 
price-level or the total volume of money or total resources* 
But there are defects too. For instance, the assumption that 
cash deposits are held by the people for consumption only is 
misleading. For, the people hold these cash deposits for various 
other purposes also, e.g,, business and other personal purposes. 
It is only a fraction of these deposits which is used for con¬ 
sumption purposes. Again, how can the magnitudes of k and 
k' be precisely determined ? Calculation of their magnitudes 
with any amount of accuracy is extremely difficult. 

limitations of the Quantity Theory t The two equa¬ 
tions, Fisher’s and the Cambridge one, it should be remem¬ 
bered, are only two versions of the Quantity Theory of moneys 
having no fundamental difference between them. The former, 
that is, Fisher’s equation is concerned with the average va¬ 
lue of money during a period of time, the amount required by 
the community to finance its transactions, during a given period 
of time, that is, with the value of “money on the wing”, asl 
Bobertson puts it, and the latter, that is, the Cambridge equa 
tion^ is concerned ^ith the value of money at a given moment 
of time, or the amount of money which the individuals hold in 
balance at any given time with a view to finance their future 
transactions, that is, with what is called by Robertson, the 
value of "money sitting," 
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The Quantity theory, that is, either of these two formulas, 
has certain limitations. It can explain, “the ‘How it works* of 
fluctuations in the value of money and in the activity of indus¬ 
try. But it can*t explain the ‘Why it works* except in the 
long period and in those exccj)tional short period fluctuations 
that are manifestly due to large-scale creations or contractions 
of money.** ^ It fails to explain the reason why “a creation of 
money will sometimes ‘take* and start off a rise in prices, while at 
another time an equal creation may have no effect at all.” True, 
that there have been occasions when a refusal to allow expan¬ 
sion in the quantity of money has brought about a fall in prices. 
But it is equally true that on several occasions an increase in 
the supply of money with a view to raise prices has failed, 
there being ‘no takers* \ The Quantity Theory, in other words, 
fails to explain the changes in the price-level which occur dur¬ 
ing a trade cycle. For ins lance, after 1929 depression, an in¬ 
crease in the quantity of money could not check, as, according 
to the Quantity Theory, it should have checked, the downward 
trend of the prices. Increased quantity of money did not suc¬ 
ceed in raising the prices. “The horse,” as observes Crowther, 
“can evidently be stopped from drinking, but no amount of 
leading him to the water will mi^ke him drink if he is not 
thirsty.**® Creation of money, unaccompanied by the willing¬ 
ness of the public to spend it, will only result in piling up of 
idle money. Similarly, the post-boom recession is not always 
due to the dearth of supply of money. The upward movement, 
of prices may be checked much in advance, that is. much before 
there is any dearth of the purchasing power in the country. 
The Quantity Theory is, therefore, an ‘imperfect guide to the 
causes of trade cycle.* Neither the end of a depression nor the 
beginning of a recovery can be said to be due to causes operat¬ 
ing on the monetary side alone. “Shortage money may cause 
the recovery to turn into depression. But it is not the sole cause, 
and depression, may begin when there is no shortage of money. 

1 Crowther—An Outiine of Money, p, 1S3. 

® Crowther—Op. Cit„ p. IM, 



THE QUANTITY THEORY OP MONEY 


319 


It may be that really gigantic creations of money will do the 
trick. This may be the explanation of why money-creation 
puts up prices in war time but not in depressions. But the 
explanation is more likely to be that there is a public willing¬ 
ness to spend the new money in ^war time but not in depres¬ 
sion. And, in any event, lesser measures of money-creation 
may be quite impotent.”' The quantity of money, though 
it seems to be the dominant influence on the price-level on the 
average of long periods, it may or may not control the move¬ 
ments of prices in the short period of the trade cycle. 

In times of depression, it may be noted, what is lacking is 
not so much money as peoples’ income. “What is manifestly 
lower at the bottom of a slump than at the top of a boom is not 
the quantity of money but the total of individual incomes. If 
people had the incomes they would use the supply of money ac¬ 
tually and potentially in existence ; the velocity of circulation 
would increase and prices would rise. It is because money is not 
paid out in incomes that it languishes in stagnant pools.” The va¬ 
lue of money, that ib to say, is a consequence of the total of 
incomes rather than of the quantity of money. 




1 Crowther—Op. Cit., p. 117. 



CHAPTER 28 


CHANGES IN THE VALUE OF MONEY : THEIR EFFECTS 
ON PRODUCTION AND DISTRIBUTION 

A fall or a rise in prices^ that is, in other words, a change 
in the value of money results in a transfer of .income from one 
set of people to another. Rising prices, for instance, stimulate 
production and increase employment and profit, and falling 
prices, on the other hand, unaccompanied by corresponding fall 
in the costs of production, result in declining profits, and 
increasing unemployment. Both, that is, rising or falling prices 
thus react on production and distribution. It is, therefore, 
important to study carefully the effects of any change in the 
value of money on the economy of a country. We should, 
therefore, devote a chapter in studying what is meant by 
Inflation, Deflation and Reflation and the effects of each on 
the economy of a country. 

Inflation and Deflation t By inflation or deflation we 
mean an expansion or contraction of total effective means of 
payment, however caused, in relation to the work that this 
money performs in effecting the exchange of goods and services. 

Inflation and deflation, thus are monetary terms and refer 
to the movements of prices. Inflation, is usually associated 
with increasing activity and employment and is reflected in an 
upward movement of the general level of prices, (that is, the va¬ 
lue of money falling) and the deflationary situation is generally 
associated with decreasing activity and employment and is 
reflected in a downward movement of the general level of prices 
(that is, the value of money rising). It should, however, be 
noted that such association is not necessarily indispensable. 
In otherwords, there may be increasing activity and employ¬ 
ment without inflation or inflation witViout such increasing 
activity and employment \ 

1 The position in Crennany during the inteivwar period may he described 
as ^’inflation without recovery.** 
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In otherwords, an increase in the quantity of money in 
itself does not constitute inflation. The prices, for instance, 
will not rise and, therefore, the value of money will not fall, if 
the increased supply of money is absorbed by the correspond¬ 
ing increased needs for it. Incrftise in the supply of money 
leads to inflation only when there is no such corresponding 
increase in the need for it. Inflation, again, is said to exist, 
when, although the costs might be failing, the prices arc kept 
stable. Such inflation—Profit Inflation, as Keynes calls it, 
existed in U.S.A., during the years 1924-9. 

Similarly, there may be fulling activity and employment, 
that is, depression, without deflation or deflation without such 
falling activity or emifloymeiit, that is, depression. And also 
the decreased supply of money in itself need not cause deflation 
when it is associated with a corresponding fall in the demand 
for money. 

Inflation and deflation have thus to be understood with 
reference to the relationship of prices to the costs of produc¬ 
tion. Inflation or deflation is said to exist when the prices and 
the costs arc such that businessmen arc making more than 
normal profits or less than it (or even incurring losses). 

“The only meaning which can be given to the term infla¬ 
tion is” observes Gayer, "capital overexpansion induced by 
excessive profits, current or prospective. A credit exi)ansion 
sufficient to keep prices stable when productivity is increasing 
can only be healthy if monetary costs are also rising quickly 
enough to keep profits in check”. ^ 

Types of Inflation : Different writers have defined infla¬ 
tion in different ways. A study of the types of inflation may, 
therefore, help us to understand the different senses in which 
the term has been ud^d or understood. 

J. M. Keynes, in his Treatise on Money, has distinguished 
between four types of inflation viz., (i) Commodity Inflation 

1 A, D. Gayer—Monetary Policy and Economic Stabilisation, n. 110. 


21 
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(«) Capital Inflation (Hi) Profit Inflation and (iv) Income In¬ 
flation. 

Commodity inflatioii (or deflation) is said to exist when 
the cost of investment is in excess over (or less than) the vo¬ 
lume of saving. In the words of Kcyii(;s, by Commodity in¬ 
flation or deflation is meant, “the excesses or defects in the cost 
of investment over the volume of saving." Prices rise or fall, 
when there is commodity inflation or deflation, out of propor¬ 
tion to the increase or decrease in the costs of production. 

Capital Inflation (or deflation) means a rise or a fall in 
the price-level of new investment goods relatively to their cost 
of production. Just as the commodity inflation measures the 
change in the price of liquid consum]»tion goods, relatively to 
their cost of jirodiiciion, so the capital inflation measures the 
change in the price of capital-goods, relatively to their cost of 
production. Capital inflation or deflation, however, docs not 
as such affect the purchasing j)ower of money, because the cost 
of investment is unaffected by it. “The significance of capital 
inflation or deflation in its influence on the purchasing jjower 
of money lies in the fact that its presence is almost certain, 
sooner or later, to affect the output of caj)ital-goods, and hence 
to produce Commodity Inflation or Deflation.” ’ 

Profit Inflation (or Deflation) refers to the situation when 
there is a rise or a fall of the total profits above or below zero 
due to an inequality between saving and the value of invest¬ 
ment. 

Income Inflation (or deflation) refers to a situation w’hcn 
there is a rise or a fall in the rate of earnings per unit of output, 
that is, the rate of efficiency earnings. 

Pigou^s Views : Inflation, according to Prof. Pigou, 
exists “when money income is expanding more than in propor¬ 
tion to income-earning activity.” ^ Money income depends on 

1 Keynes—^Trealtse, Vol. I., p. 156. 

^ Economic^Journal, Dec. 1941. 
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(i) the stock of or the volume of montjy and (w) on the jjto- 
portion that the people maintain between their money-incomes 
and money balances. So long, that is to say, as there are un¬ 
employed factors of ]irodnction, an increase in the supply of 
money will, by lowering the rate interest, stimulate invest¬ 
ment and will thps bring these unemployed resources under 
productive activities. Incrca.se in money-income, therefore, 
will be balanced by the corresponding •ncrcase in the volume 
of production of goods and .scj’vices. Once, however, the stage 
of full employment is reached, any more increase in the money- 
income resulting from an increase in the suj)i>ly of money will 
lead to inflation, since, increase in the supply of money will no 
more be able to increase tli(‘ volume of employmc'iit or income- 
earning activities, or of output, but only will lead to a ri.se in 
the level of prices of output, that is, to inflation. 

War inflation, according to Pigou, may be of two types, 
viz.^ (/) Wage-induced or (//) Deficit-induced. Inflation is 
said to be wage-induced, if the wage-earners, because of the 
rise in general prices and cost of livijig during war resulting 
from diminished productivity of factors of |)roduction due to 
v\ar situation succeed in forcing the cjnployers to pay higher 
wages. The new money that has to be created to meet the de¬ 
mand of the labourers, will obviously lead to inflation, since the 
output will not increase correspondingly to the increase in their 
monej^ incomes. Inflation is .said lo be defidt-induced, when 
the prices rise because government takes recourse to deficit 
financing. That is, if during the war the government does not 
succeed in mopping up the surplus purchasing power in the 
hands of the people (their money-incomes during such times 
increase more than the increa.se in the volume of output) by 
taxing or inducing them to give loans or if the expenditure is 
more than the procccdil of taxes and loans, it has to take re¬ 
course to create new money to meet the deficit in the budget. 
This leads to rise in prices and moncy-inconics. 

Semi-inflation and True inflation t Keynes has made 
a distinction between what he says, Semi-inflat inn nnrl Tnii* in- 
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flation. It is possible that so long as there are unemployed re¬ 
sources of every type, general level of prices will not rise very 
much as the output increases. But, sooner or later, as the out¬ 
put increases, a series of ‘bottle-necks’ will be successively 
reached, that is, the supply*of particular commodities will cease 
to be elastic and, therefore, their prices will rise to whatever 
level is necessary to divert demand into other directions. ^ ‘Par¬ 
tial inflation,* therefowe, may be found even there are some 
unemployed factors of production, because of these ‘bottle¬ 
necks’. An increase in effective demand in terms of money, 
before the state of full employment is reached, will spread it¬ 
self partly in increasing employment, and imrtly in increasing 
the costs and hence, the prices. This is, what is called by 
Keynes, Semi-inflation. 

Wlicn, however, there is no further unemployed resources, 
that is, when full employment is reached and a further increase 
in the quantity of effective demand, therefore, produces no fur¬ 
ther increase in the output, but “entirely spends itself on an 
increase in the cost unit, fully proportionate to the increase in 
effective demand, we have reached a condition which might be 
appropriately designated as one of true inflation.” ^ True in¬ 
flation thus, according to Keynes, only comes after the stage 
of full employment of factors of production is reached. 

Inflation is said to be galloping when the prices rise very ra¬ 
pidly because of the creation of new money by the government 
on a very large scale. In times of galloping or hyper-inflation, 
the purchasing power of money may decrease indefinitely while 
the face viilue of money remains the same, and debtors may 
discharge their debt obligations at a small fraction of their pre- 

1 “If there is a perfect balance in the respective quantities of specialised 
unemployed resources, the point of full emplo3^ent will be reached for all 
of them simultaneously. But, in general, the demand for some services and 
commodities will reach a level beyond which their supply is, for the time 
being, perfectly inelastic, whilst in other directions there is still a substantial 
surplus of resources without employment.'’—-(Keynes—General,Theory, p. 800). 

^ £eyDes:^-General Theory, p. SOS. 
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vious value in terms of purchasing power. And such an infla¬ 
tionary process may ultimately lead to the repudiation of money 
by the people • inspite of its legal tender quality. There may 
be, that is to say, a flight from money to goods, as it happened 
ill Germany after the First Great War. 

Inflation, again, is said to be ‘suppressed’ w^hen, in order to 
check a rise in prices, the governments by such measures as 
rationing, price control or controlling the flow of investment 
etc., prevent the public from spending their money incomes and 
thus prevent a rise in T)ric<?s. Such a inflicy, obviously pre¬ 
vents a rise in prices but leads to an “accumulation of cash, 
bank balances and other forms of encashable private wealth in- 
the hands of the people.” This is said to be suppressed in¬ 
flation. 

Reflation. : Attendant evils of deflation, we have seen, 
are fall in prices, depression in trade and industry and unem¬ 
ployment. Such a state of afl'airs is obviously undesirable. 
When with a view to remedy these ills recourse is had to in¬ 
flation, j.r., raising the prices in order to bring them in. equili¬ 
brium with the level of costs, it is known as Reflation. ^ 

Dangers of Inflation and Deflation : Their effects on 
Production and Distribution of Wealth : Neither rising 
prices nor falling prices, that is, neither inflation nor deflation 
as such is conducive to the economic progress of any community. 
Each is attendant with grievous evils, if carried to extremes. 
It is, therefore, necessary to be vigilant so that neither creeps in 
in any disguise or form and causes injury to the economic sys- 

1 Disinflation : The desirability of bringing down prices and aisls to 
reasonable levels has been felt by eveiy government which suffered from the 
consequences of the staggeitng rise in Lite prices and costs during and after 
the W'ar. The policy which aims at bringing down the prices and costs by 
properly adjusting the fiscal and the monetary policies, but without curbing 
either the output or the volume of employment, is known as Disinflation. 
Disinflation, however, is not the same thing as deflation. Deflation implies 
a decline in money income relatively to the volume of output. It is charac¬ 
terised by a fall in employment, in prices and in output. 
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tem, which, in other words, means injury to the community as a 
whole. 

Inflation or deflation results in transfers of wealth from cer¬ 
tain income groups to certain other income groups. Each,, 
therefore, alters the distriblition of wealth in the community 
and since the community is composed of different groups of 
people, some having fixed income while others have variable 
income, some are creditors while others are debtors, etc., neither 
inflation nor deflation, can have similar effects on these diffe¬ 
rent groups of people. We should, therefore, study the effects 
of each on Production and on Distribution. 

Inflation or Deflation and Production : Inflation or 
deflation, that is. rising or falling prices affect produetkm and 
the volume of employment in different ways. A period of rising 
prices, we have seen, is associated with expanding production 
and increasing employment. Rising prices, specially after 
(depression, resulting from currency expansion, obviously 
encourage productive activity and increase the volume of out¬ 
put and employment. Lure of large profits stimulates pro¬ 
ductive activity unduly. Businessmen, because of their opti¬ 
mism, invest more and produce more. But the process can¬ 
not continue indefinitely. Undue expansion has its shortcom¬ 
ings too. For, incapable businessmen, who would otherwise 
be driven out by forces of competition exist during the periods 
of rising prices. Inflation also encourages speculative activities 
which certainly do not increase either the productivity or the 
real income of the community. The cumulative effect of all 
these activities is disastrous. For, ultimately the bubble is 
sure to burst. Gradually, the flexible cost elements will over¬ 
take the fixed selling prices. Prices and wages will rise without 
corresponding increase in the volume of output or employ¬ 
ment. On the one hand, the supply of goods will exceed the 
demand, will be more than can be sold at a profit. On 
the other hand, people, specially those with fixed inpomes, will 
curtail their volume of purchases. On top of these, the specu¬ 
lative activity will increase. At last the bubble bursts. The 
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banks become doubtful and hence, refuse to increase their 
loans any more. Businessmen curtail their production. Un^ 
sold goods are piled up. Prices fall, the businessmen incur 
losses. Unemployment increases. In short, the community 
suffers all the ills of a deflationary situation. 

While inflation or the period of rising prices is associated 
with increasing productive activity and volume of employment, 
deflation or a period of falling prices i# associated with decreas¬ 
ing activity and decline in the volume of employment. Fall¬ 
ing prices imply declining profits and if the prices fall more 
than the costs—then the profits may well turn into losses. 

It is, however, true that just as a mild dose of inflation is 
likely to stimulate productive activity and hence, may at times 
be considered desirable, so also deflation, may eliminate some 
inefficient producers who in the periods of rising prices exist 
and earn profits. 

Inflation or Deflation and the Distribution of Wealth : 

Inflation or deflation, as we have observed before, results in 
transfers of wealth from certain groups in society to certain 
other groups. Neithcrt therefore, has similar effects on every 
individual in a society. Rising or falling prices, that is to say, 
affect different groups in society in different ways. Inflation, 
for instance, affects the wage-earners unfavourably, while the 
employers make abnoi’mal profits when the prices rise. Wages 
are proverbially sticky and arc unlikely to rise at least as 
fast as the prices do during the periods of inflation. Hence, 
the money wages the labourers get, buy less goods and services 
for fJiem and they thus become poorer to the extent they have 
to forego consumption because of a rise in the prices. The 
employers, however, gain during the periods of rising prices. 
They make large pr^ts, firstly, because the prices rise more 
than the costs do, and secondly, they might have; purchased 
raw materials earlier at a lower price or contracted labour at 
a lower rate of wage, and hence, when they sell the finished 
goods at a price high^ than what they had exnected at the time 
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of buying the raw materials or contracting labour at low rates, 
large unexpected profits accrue to them. 

One thing, however* should be noted. The wage earners, 

we have seen, suffer during the periods of rising prices because 

their real wages become lo\v^ But the lure of profit induces 

businessmen to increase their activity. Hence? more labourers 

get employment. In other words, when the prices rise, the 

working class, that i.s, tMfe wage earners, as a class gain in the 

sense that they get more employment which, otherwise, they 

would not get. Conversely, when the prices fall, the profits 

vanish, the businessmen incur losses and contract their activity 

1 —^both production and the volume of employment decline. 

Hence, although their real wages increase during the period of 

falling prices, because of the increased unemi)lo.yment which 

results, file wage-earners as a class earn less money wage and 

thus suffer. 

« 

Inflation or deflation, again, affects individuals in their 
capacity either as debtors or as creditors. Money buys more 
or less as the prices fall or rise. An individual, if he is a 
debtor, loses while the prices fall, because although he repays 
the same amount of money he borrowed, in reality, he returns 
a higher value in terms of commodities, for money now buys 
more. Conversely, he gains while the prices rise, for, now in 
repaying the same amount of money he had borrowed, he re¬ 
turns less in terms of commodities, because, the purchasing 
power of money has now fallen and so money buys less. 

If, on the other hand, the individual is a creditor, he stands 
to lose while the prices rise and gain while the prices fall. For, 
in the first case, he gets back less in terms of commodities and 
in the second case, more in terms of commodities. 

How to Combat the Evils of Inflation or Deflation ? 

The situation becomes inflationary or deflationary according as 
the prices rise more than the costs or fall below the costs, yield¬ 
ing, therefore, surplus to the producers or resulting in loss for 
tyQ||}?| therefore, be neither inflation nor defla- 

V ^ 
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tion. if the prices could be kept at a level equal to the level of 
the costs. 

Inflation or the expansion of currency forces up the prices 
because the volume of output does not increase as fast as the 
cuiTency expands. It is, therefore, possible to control in¬ 
flation either by fiscal or by monetary policy or by both. 

By suitable fiscal policy the volume of expenditure on goods 
by individuals can be checked. The government, for instance, 
may increase the rates of taxes, both direct and indirect, so 
that, the individuals will be forced to curtail their expenditure 
on consumption, since they will now have less money with them 
after paying the taxes at higher rates. Similarly, by raising 
the rate of interest or by adoption of other methods of con¬ 
trolling the credit, the government may succeed in checking 
private investment as well as expenditure and thus may bring 
down the price-level. In case of severe inflation, besides rais¬ 
ing the discount rate and controlling the volume of credit and 
investment, the government may adopt the policy of currency 
freeze or may, if it considers necessary, convert the old note 
issue into a new note issue at a very small fraction of the 
nominal amount of the notes, and thus establish a new mone¬ 
tary system altogether.^ 

Periods of deflation are periods of falling prices and in¬ 
creasing unemployment. Deflation, on the one hand» dis¬ 
courages enterprises and thus discourages production and in- 


1 S im ilarly, such measures as price control, rationing, etc., though cannot 
be said to be measures which Avill cure inflation, stiU may be adopted in order 
to prevent the individuals from spending their surplus income. But such 
measures will lead to accumulation of large liquid balances. With a view to 
control the spending of these assets, governments of many European countries 
(e.g., Belgium, France, D^imark, etc.) adopted the policy of blocking these 
liquid assets. Measures were taken by these governments to block the bank 
deposits and the depositors were allowed to withdraw only such part of their 
deposits as were desired by the governments. In some cases, where notes were 
issued in large numbers during the war, the govemmenU actually issued new 
notes each of which replaced several old ones and thus an altogether new 
cmrency system was introduced by these governments. 
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creases the burden of all debts including the national debt. On 
the other hand, it benefits such people as holders of national 
debt, etc,, that is, the ‘non-producers* at the expense of the 
active elements of the state. Dunng such periods of falling 
prices, the government shoiidd itself undertake the Public 
Works Programme and such other measures, fiscal or monetary, 
as will stimulate productive activity and hcncc, increase em¬ 
ployment. 



CHAPTER 29. 


MONETARY SYSTEMS : THE PROBLEM OF 
THE STANDARD 

Under any. conceivable form of economic organisation some 
kind of monetary system is inevitable—a fundamental neces¬ 
sity. The need of a sound monetary system for every country 
is all the more to-day because of the innumerable social, poli¬ 
tical and economic problems crying for immediate solutions. 
The failure of the monetary system to function smoothly will 
mean business instability, and ultimately, may lead to alto¬ 
gether economic collapse. Much, therefore, depends on the 
satisfactory solution of the problem of the Standard which, 
though, for a long time past has been engaging the attention 
of financial authorities of the world, still remains to be solved 
to their complete satisfaction. 

There are various systems of metallic currency. In. the 
following paragraphs we have briefly discussed these systems. 

Monometallism : A monetary system is known as Mono¬ 
metallism, when one metal is used as the standard of value. 
The standard money, under such a system, that is to say, is 
composed of one metal, cither gold or silver. The systeni will 
be Gold standard 6r Silver standard, according as the metal of 
which the Standard money is made, is gold or silver. Before 
the First Great World War, England and China had Gold and 
Silver Monometallism respectively. 

In a Monometallic system, therefore, the monetary autho¬ 
rities will buy or sell the money metal (gold or silver) at fixed 
price in unlimited amounts and the value of the metal (gold 
or silver), therefore, will be same as ‘money* or as ‘commodity.* 

Besides simplicity, which is claimed to be an advantage of 
Monometallism over Bimetallism, advocates of Gold Mono- 
pietallism hold that both domestic price stability and stability 
of international exchange can be secured by this system better 
than by any other system. 
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Bimetallism : ^ Bimetallism or the use of two metals, viz., 
gold and silver* has attracted support of monetary authorities 
for decades ijast as a system useful for avoiding the shortage 
of gold and for stabilising its value. 

The essential features oiT bimetallism are the following: 
Two metals, gold and silver, are adopted as the standards of 
value. The standard nmney, that is to say, is composed of gold 
as well as of silver. Secohdly, both these metals are unlimited 
legal tender and both are freely coined at a fixed ratio of ex¬ 
change between them. The monetary authorities, when there is 
bimetallism, should be ready to offer, without limit, gold for sil¬ 
ver and also silver for gold, whenever so desired, at the legal 
ratio fixed by them. 

Case for Bimetallism : Advocates of bimetallism main¬ 
tain that the monetary system in which two metals are used 
concurrent!V as the monetary base secures a more stable 
standard of value, and also more stable prices than does a 
system in which only one metal is adopted as the standard of 
value, that is, monometallism. Greater stability is secured, 
because* firstly, the total stock of money, when two metals are 
used, is obviously larger than when one metal is used as stan¬ 
dard of value, and therefore, any addition to the total stock 
of money will affect the value of money and the price-level 

^In England, until 1717, there was a silver standard although gold c.oins 
also circulated and in that year bimetallism was introduced there. But 
later in the year 1816 it was abandoned. France and several other countries 
in Europe adopted bimetallism in the middle of the 18lh century. America 
had a bimetallic standard since 1792 till the year 1900, The Latin Union 
consisting of France, Belgium, Switzerland and Italy (and later joined by 
Greece) was formed in 1865. The Latin Monetary Union, not only fixed a 
ratio between gold and silver coins, but also adopted a common currency 
unit for all these countries forming the Union. Bimetallism was, however, 
abandoned by the Union in 1873. 

There have always been some enthusiastic supporters of bimetallism on 
an International scale. But the two very important monetary conferences viz., 
the Paris Conference of 1878 and the Brussels Conference of the year 1892 
failed to bring about an international agreement on bhnetalfism. Tlie idea, 
however, had always the support of U3.A., while England opposed it. 
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much less than it would, under monometallism. Secondly, it 
is argued that the value of money and the general price-level 
are likely to be steadier under bimetallism than under mono¬ 
metallism, because, an increase or a decrease in the output of 
one metal will often be counteiacted by a decrease or an in¬ 
crease in the output of the other metal. 

Under bimetallism, it is further pointed out, the total 
stock of money being larger and there being greater likelihood 
of its increasing more rapidly, the prices of commodities are 
likely to rise gradually and this will stimulate productive acti¬ 
vity. On the other hand, abandonment of bimetallism will 
result in a fail in the prices and thus would discourage produc¬ 
tive activity, as it happened in the Latin Union in 1873 , when 
silver was demonitised and bimetallism abandoned. 

Thirdly, bimetallism, it is held, by establishing a stable 
external value of money between gold-using and silver-using 
countries, encourages foreign trade and also foreign investment 
of capital. And this is no small an advantage. 

Case against Bimetallism : Indeed, for many centuries 
bimetallism worked fairly satisfactorily and possibly would 
have worked better had the same ratio between the two metals 
prevailed in all countries. But when adopted by any country 
singly, bimetallism, it is pointed out, will combine the worst 
features both of gold and of paper standards and will, in prac¬ 
tice, tend to become either gold or silver monometallism. ^ 

lit happens thus: The price of bullion,, either gold or silver, may 
fluctuate in the market and it is possible that at some time gold, while, at 
other time silver, will be more valuable because of the influences of demand 
and supply and other multitudes of forces which may o]^rate in the market. 
The market ratio of gold and silver, therefore, may differ from the legal or 
the mint ratio. These fluctuations in the relative values of gold and silver will 
obviously react on the monetary standard. Suppose, for example, the' mint 
ratio between gold and siwer is 1: 15, that is, one ounce of gold in coins is equal 
to 15 ounces of silver in coins. Now, if the market ratio is also the same, 
that is 1 : 15, people will have preference for neither; they will take both 
gold and silver to the mint for coinage and both gold and silver will drculate 
side by side. But if on the other hand, the market ratio is, say, 1 : 16, 
while the mint ratio remains the same, that is, 1 : 15, people will buy silver 
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Bimetallism suffers from another defect. When, for ins> 
tance, there exists any discrepancy between the mint ratio and 
the market ratio, a great confusion will follow. For, while the 
debtors will he eager to pay in the depreciated metal, the cre¬ 
ditors will insist on payment ii^ the dearer t.a., the over-valued 
metal. This obviously will lead to great confusion in all busi¬ 
ness transactions. Besides, it will also encourage unhealthy 
speculation in the bullioi^ market. (The speculators, with a 
view to making profit will buy and store the under-valued 
metal and sell it when the price will rise). 

Finally, the advocates of bimetallism maintain that it 
secures greater stability of prices since the increase or decrease 
in the output of one metal will very often be compensated by 
a decrease or an increase in the output of the other metal. 
But is there any such guarantee that it will be so ? Is it not 
equally probable that the course of production of both the 
metals may move in the same direction and hence, bimetallism, 
as it is claimed, may not secure stability of prices ! “The de¬ 
fect of this proposal,” it has been rightly observed, “is that it 
is impossible to fix for all time a definite ratio between the 
values of two metals* each of which, is subject to entirely diffe¬ 
rent conditions of supply and demand. The fixed ratio is 
bound at any time to over-value one inelal and under-value 
the other.” ^ 

Compensatory Action of Bimetallism : If, however, gold 
and silver are used jointly as a monetary base on an interna¬ 
tional scale, that is, if bimetallism is adopted internationally 


against gold from the market and exchange it for gold at the mint and thus 
will make a profit of an ounce of silver from the exchange. If the process 
continues, eventually, therefore, only silver coins will remain in circulation 
and gold will go out of circulation. Similarly, only ^Id will remain in cir¬ 
culation and silver will go out of it, if the market ratio of the two metals 
be t,: 14, while the mint ratio remains 1 : IS. For, in that case, people 
v^r.bvly gold against silvtf from tlie market and exchange it for silver at 
and thus make a profit. Hence, bimetallism, it is said, in practice, 
to become either silver or gold monometaHisro. 

GrotvthM^An online of Money, p. 29S. 
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with a uniform ratio between gold and silver in all countries, 
then, of course, it would enjoy all the benefits of the gold stan¬ 
dard and perhaps would secure greater stability at least in the 
secular trend of prices than a gold monometallism would. For, 
in that case, neither metal would ^succeed in driving the other 
out of circulation except through a phenomenal change in the 
relative supply of the two; in other cases, the compensatory 
action as between monetary and industrial demands would 
tend to keep both the metals in monetary use. And hence, bi¬ 
metallism, when adopted internationally, can work at the legal 
ratio between gold and silver fixed upon by the governments of 
the countries. 

The compensatory action of bimetallism can be illustrated 
thus: Suppose, for example, that several countries agree to 

adopt bimetallism and fix the ratio between gold and silver 
at 1 : 15, that is, 1 oz. of gold in coins is equal to 15 ounces of 
silver in coins, which is also the ratio prevailing in the market 
at the time. Suppose, further, that for some reason or other, 
e.g., finding of new mines, cheap import, etc., the supply of 
silver increases and, therefore, its price falls in the market, that 
is, say, for instance, 16 ounces of silver bullion can be had in 
the market in exchange of 1 ounce of gold bullion. The value 
of silver, in the form of coins, is now higher than its value as 
bullion and hence, it is now profitable to turn silver bullion 
into silver coins. The debtors, too, now will insist on making 
payments by coining silver, the depreciated metal. Thus, 
payments now will be made in silver and not in gold. Hence, 
the demand for silver, the depreciated metal, will increase while 
the demand for gold will fall. But the increased demand for 
silver, in course of time, will check the depreciation of its value 
and its price will tend to rise, sooner or later. Eventually, 
therefore, by a rise in the price of silver (the depreciated metal) 
and by a fall in the price of gold, the ratio between gold and 
silver as bullion will tend to he brought back to the legal ratio 
between them in the currency, that is, 1 : 15. This is what 
is known as the compensatory action of bimetallism* This 
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compensatory action will be more effective when many coun* 
tries adopt bimetallism at the same fixed ratio and thus larger 
economic resources be made available to ensure stability.^ 

It thus appears, that although bimetallism is hardly likely 
to work satisfactorily when adopted by any country singly, it 
is practicable when adopted internationally, .that is> when by 
joint agreement countries agree to adopt bimetallism at a fixed 
ratio. Nevertheless,, thesre arc certain practical difficulties which 
we can hardlj’^ afford to overlook. For instance, in the first 
place, the degree of international co-operation which the sys¬ 
tem would require for satisfactory working is perhaps too much 
to hope in the present uncertain international situation. Secondly, 
although, if once established, such a system would secure greater 
price stability than an unregulated gold standard, and would 
require less management yet there is no “assurance that it 
would afford either the degree or kind of stability in the long- 
period trend which would be desirable.”- And finally, it is 
pointed out that whatever its effect on the secular trend of prices, 
bimetallism “would do nothing in itself to remedy the much 
greater evils of the shorter period oscillations of activity known 
as business cycles.”® 

Gresham’s Law s The disappearance of the full-bodied 
coins, which during her reign Queen Elizabeth put into circu¬ 
lation with a view to oust the large volume of the debased coins 
earlier put into circulation by the Tudor kings, puzzled the 
Queen. At that time, this law, known as the Gresham’s Law, 
was formulated by Sir Thomas Gresham, one of the financial 
advisers of the Queen, as an explanation of the disappearance 
of the full bodied coins which were issued in her regime with¬ 
out, at the same time* withdrawing from circulation the exist¬ 
ing debased coins. 

however, the output of one metal increases conuauousiy leaaing lo 
a fall in its price continuous^ then, of course, it will drive out the other 
Ifom cixculation. 

“ I 

3 Gayer—Monetary Policy and Economic Stabilisation, p. 185. 

ajHd—p. m 
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The law formulated by Sir Gresham states tliat when two 
kinds of money, one bad, that is, inferior or cheaper in subs¬ 
tance value, and the other good, that is, new and full-bodied 
coins are in circulation at the same time, then the good money 
will be driven out and only the Imd money will remain in cir¬ 
culation. *‘Bad .money” the law states, “tends to drive good 
money out of circulation, when both of them arc full legal 
tender.” 

How, in practice, does bad money drive out good money 
of circulation ? ^ Good money is driven out in several ways. 
For instance, when people want to hoard money, say, for future 
contingencies etc., they will hoard the good money and not the 
bad money. A portion of the good money thus is driven out of 
circulation. Similarly, new or full-bodied coins are naturally 
preferred when the object is to obtain the metal by melting the 
coins. The jewellers, for instance* will melt new coins and 
thus obtain more metal for making ornaments rather than 
melting the old coins from which they will get lesser amount of 
bullion. Finally, the good money disappears through the pay¬ 
ments made to the foreigners. The foreign creditors are in¬ 
terested not in coins but in the value of the bullion contained 
in them. Hence, for making payments to the foreign creditors 
good money will be used in preference to the bad money since 
a smaller number of good coins containing more bullion would 
be required for making such payments. 

These are, then, the ways by which bad money drives out 
good money when both good and bad money arc in circulation 
in any country. 


1 Bad money, it should be noted, docs not mean counterfeit coins. It 
refers to those moneys whi^h arc considered as inferior or cheaper in substance 
value. When, for instanc^ coins and paper currency are in circulation, the 
coins are regarded as good money while the paper money is regarded as bad 
money becaui^ it is cheaper in substance value. Similarly, when two coins 
of the same metal, either of gold or of silver circulate, but one is new and 
the other is old and worn out, the new coin is regarded as good money while 
the old and worn out coin is regarded as bad money. 
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Limitations : Now, does the bad money always succeed 
in driving out the good money of circulation ? Obviously when 
people are more interested in the specie, that i^, the metal, they 
will prefer new coins for hoarding, melting or for making pay¬ 
ments to foreigners and thu^good money will go out of circu¬ 
lation. 

Nevertheless, the law has certain obvious limitations too. 
For instance, when the total amount of money in circulation— 
both good and bad, is insufficient for the needs of the people, 
bad money cannot drive out good money of circulation. In 
that case, both good and bad money will circulate, concurrently. 
Secondly, what happens if the people refuse to accept bad 
money ? Suppose, for example, that the government issues incon¬ 
vertible paper money which the people refuse to accept con¬ 
sidering them to be much depreciated in value and insist on 
having gold. Obviously, the law will not operate in this case, 
rather, the contrary will happen, that is, the good money will, 
in this case, drive out the bad money, i.e., the depreciated 
paper money. 

Bimetallism and Gresham’s Law : Under a bimetallic 
system, that is, when coins of two metals, gold and silver, are 
in circulation and each is freely minted and unlimited legal 
tender, if the market ratio between the two metals differs from 
the mint ratio, then the over-valued metal, (that ist the metal 
which is over-valued at the mint, in other words, the bad mo¬ 
ney) , tends to drive out the under-valued metal (under-valued 
at the mint) of circulation. 

Suppose, for example, that one gold coin containing 1 oz. 
of gold is equal to 16 silver coins, each containing 1 oz. 
of silver, that is, the legal ratio betweeif the two metals, gold 
and silver, is 1 : 16. Suiipose, further, that in the market the 
price of silver falls» so that, in the market one ounce 
of gold can be exchanged for, say, 17 ounces of silver. 
Now, silver, since it has a higher value as coin than as metal, is 



MONETARY SYSTEMS 


339 


bad money, and hence, will drive out gold, the good money, of 
•circulation because people now will be interested in withdraw¬ 
ing gold coins which have higher value as metal than as coins 
from circulation and exchange them for obtaining 17 ounces of 
silver (for each) in the market. G61d, thus, will go out of cir¬ 
culation and silver^ the bad money, will remain in circulation. 

Symmetallism : Bimetallism, we have seen, has serious 
limitations and it is unlikely that over a f)eriod of time the mint 
and the market ratio of the two metals will remain unchanged. 
The fixed legal ratio is bound at any time to over-value one 
metal and under-value the other, and ultimately to lead to 
monometallism. In order to get round this dijflSiculty, nearly 
half a century ago, Marshall suggested a variant, which he 
called ‘symmetallism’. The currency, under such a system, 
would neither be backed by gold or silver, nor would be con¬ 
vertible into gold or silver, but would be convertible into gold 
■and silver, both of which would be combined in a bar, «.a., a bar 
of a given weight of gold plus a given weight of silver in pro¬ 
portions fixed once for all upon the introduction of the scheme. 
The Central Bank, under such a system, would not buy or sell 
either metal separately but would buy or sell this combination 
without limit and the reserves also would be calculated in terms 
•of this combination. 

Marshall’s proposal has an advantage in that it broadens 
the monetary base to include two metals instead of one, and if 
the values of the two metals relative to goods, move in opposite 
directions, under this system, greater secular price stability 
would be secured than is possible with either gold or silver alone 
as the standard of value. The system, again, would allow the 
relative prices of gold and silver to vary freely, provided, of 
course, their combined |)rices were always the same. There is 
finally, no possibility of one or the other metal being driven 
out of circulation. 

But, as in the case of bimetallism, the, degree of inter- 
national co-operation necessary for the successful working of 
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such a system is unlikely to be achieved in these days of eco¬ 
nomic nationalism. 

Limping Standard : Bimetallism is said to be limping 
when the two ‘metals which circulate are unlimited legal tender, 
but only one has got free coinage. In France, for instance, 
both gold and silver coins circulated and were unlimited legal 
tender, but only gold coins had free coinage. So, France had a 
liimping Standard. It^s said to be limping because of the idea 
that it has, as it were, two legs, one of gold and the other of sil¬ 
ver, but since there is no free coinage in one, one leg is said to be 
crippled and deformed. 

Gold Standard : Although in recent times the importance 
of gold has greatly declined, yet the value of gold, the yellow 
metal, christened as the ‘Red Queen’ is, and perhaps is likely 
to remain for a long time to come, an interesting subject for the 
student and a problem for the monetary authorities of every 
country saddled with the responsibility of ensuring stability in 
the prices, that is, in the value of money. The countries hav¬ 
ing a gold standanl, obviously, are more concerned with the 
value of gold, since in these countries the value of money and 
that of a defined weight of gold are to be kept at an equality 
with one another. It may be of some interest, therefore, to 
discuss briefly how the value of gold is influenced by the demand 
for it and its supply or the influence of the cost of production. 

Value of Gold : The demand for it and the infiuence of 
the cost of ’production. 

Gold is not only demanded by the monetary authorities 
for monetary uses, or for purposes of reserves; but it is also 
demanded for industrial and decorative purposes, as well as, 
for hoarding. Increased demand for gold in industrial use, 
therefore, will decrease the stock availlble for its use as money 
and thus the value of gold as money will be appreciated. Simi¬ 
larly, the value of gold as money will fall if more gold is made 
available for monetary use because of a fall in its demand for 
indus^ial and decorative purposes. 
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The value of gold, therefore, ultimately depends on the 
world’s demand for it for all purposes and on the existing stock 
of gold in the world. The accumulated stock and the current 
production constitute the total supply of gold. The rate of 
current production of gold, it should be remembered, varies 
with the value of gold. For, if a country has gold standard, a 
change in the value of gold would mean for the producers a 
change in their expenses of production, tyhile if a country has 
a standard other than gold, it would mean a change in the 
money price they, i.e., these gold producers, get for their i)ro- 
duct. In either case, therefore, a change in the value of gold 
affects its output; it will decrease or increase as the value of 
gold falls or rises. That is, in other words, the value of gold 
tends to correspond with its marginal cost of production, i.e., 
with the cost of production of “that part of the annual output 
which is wrested with most difficulty from the lap of Nature.”^ 
This, however, does not imply that, the value of gold tends to 
remain stable over a period of time. For, the marginal cost 
of production of gold varies according to the quantity produced. 
The supply of gold, therefore, will vary as the marginal cost of 
production varies and thus affect its value. But the changes 
in the output will only have negligible effect on the total supply 
of gold since the annual output of goM constitutes only about 
2 p. c. of world’s existing supply. 

In a country having gold standard, therefore, the quantity 
of money will be ultimately limited if by nothing else, then by 
the cost of production of gold, and the value of it will tend to 
equal the marginal cost of production of a given weight of gold. 
But as in other cases, the value of gold cannot be said to be 
determined by the cost of production; because* as we have 
seen, that although any* change in the cost of production will 
affect the output and hence, the price, the current output is 
such a small fraction of the existing supply and the current 
cost of production is so remotely connected with the existing 


1 Robertson—Money, p. 84. 
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supply, that it cannot be said that the value of gold is deter¬ 
mined by the cost of production. It is true that the quantity 
of gold in existence is ultimately limited by the cost of produc¬ 
tion of gold, but we cannot say that “it depends on it in any 
direct and simple manner.*^ ^ 

Gold Standard : Gold standard, as we understand it, was 
never adopted by any country with any motive, for example, 
either to secure stability of exchange or because it would work 
'automatically". No country invented gold standard for any 
purpose, rather, it is the result of centuries* of evolution. Gold 
standard, “grew naturally out of the historical development of 
money.’* The essence of gold standard, however, is that the 
purchasing power of a unit of the currency of the country hav¬ 
ing gold standard is kept equal to the purchasing power of a 
given weight of gold. The different varieties of gold standard 
are, in brief, discussed in the following paragraphs. 

The Full Gold Standard : A country is said to have a 
full gold standard, when its currency system has the following 
features: 

In the first place> its currency shall consist mainly of coins 
containing gold equal to their face value. Secondly, the mone¬ 
tary authorities shall be prepared to convert gold into coins 
without any charge and without any limit too. Thirdly, the 
monetary authorities shall also be ready to buy and sell gold 
in unlimited amounts at fixed prices.- Fourthly, any other 
type of money, e,g., notes, etc., must be kept at a parity 
with the standard money (which is defined as a fixed weight 
of gold) and also should be convertible into it. Finally, there 
shall be no restriction cither on import or export of gold. 

Such a system was in operation in the U. K, before the First 
World War (1914-18). Gold sovereign^, of a definite weight of 

^Bobertson—Money, p. 84. 

2 The price at which gold ^vill be bought and the price at which it will 
be sold may, however, slightly difier. For instance, in England, while tlie 
price at which one standard ounce of gold was bought in terms of sterling, 
wim £3-17s.-9d., the price at which it was sold >ras £S-17s.-104d. Hence, there 
ooiih) not be^^ appreciable change in the price of gold bullion. 
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pure gold mixed with a little alloy (123*27447 grs. ll/12ths fine) 
circulated freely. There was no restriction on export: any 
body could melt or export sovereigns. Silver and copper coins, 
Bank notes could be exchanged for sovereigns and gold could 
be converted into sovereigns, without any charge and in un¬ 
limited amounts# 

Gold Bullion Standard : A country is said to have a 
gold bullion standard when the gold cofns do not circulate with¬ 
in the country and the circulating media consist of paper cur¬ 
rency notes, token coins etc., but the monetary authorities are 
under the obligation to convert those circulating media (that 

is, the notes, token coins, etc.) at fixed rates, not into gold 
coins# but into gold bars containing a fixed weight of gold bul¬ 
lion. In other words, under gold bullion standard, although 
gold coins do not circulate, yet the Central Bank is under legal 
obligation to buy and sell gold in exchange for local currency 
at a fixed price and in unlimited amounts above the legal mini¬ 
mum which is sometimes fixed. Under such a system there are 
no restrictions on export or import of gold. 

Gold bullion standard was in operation in England from 
April, 1925 i.e., when she returned to gold, till September 1931, 
that is, when she again decided to abandon gold standard. 
During this period although gold coins did not circulate and 
the currency consisted mainly of paper notes, still there was 
‘convertibility both ways’, that is, gold could be converted into 
currency and the currency coidd also be converted into gold. 
The Bank of England was under legal obligation to buy any 
amount of gold at £3-17s.-9d. per standard ounce and to sell 

it, in minimum amounts of 400 ounces, at the fixed price of 
£3-17s.-10id. 

Gold bullion standard thui^ has the merit of securing eco¬ 
nomy in gold because, instead of employing as currency all the 
monetary gold is kept in the Central Bank and it also preserves 
the essence of gold standard, because, the currency units# under 
such a standard, can be converted though not into crold coitir. 
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but into gold bars. The system, is also helpful for controlling 
the volume of currency since the monetary authority can issue 
notes provided there is a certain gold backing in reserve. 
Besides, by preserving stability of the exchange rates and by 
allowing movements of gold fl^henever there is a margin of un¬ 
balanced transactions, it succeeds in bringing about an inte¬ 
grated and inter-related price-income structure among the 
countries adhering to sif5.‘h a standard. 

Gold Exchange Standard : A country is said to have a 
gold exchange standard, when, neither gold coins circulate with¬ 
in the country, nor its currency can be converted into gold but 
the Central Bank of the country is under legal obligation to 
redeem the domestic currency, not in gold, but in some other 
currency which is itself convertible into gold at a fixed ratio. 
Such a standard is usually adopted by those small or poor 
countries vrhich do not possess gold themselves and hence de¬ 
signate as the currency in which they wdll redeem their own 
notes at a fixed rate, the currency of one of the large countries 
having gold standard. 

While before the first Great World War, gold exchange 
standard was in operation in several countries, e.g., India* Phil- 
lipine Islands, Java, etc., as a monetary system, it became 
very popular in post-war years and w'as adopted by a large 
number of countries to economise the use of gold. 

Besides securing an economy in the use of gold, the coun¬ 
tries adopting gold exchange standard gained in some other 
ways too, viz., the cost of transport of the specie which other¬ 
wise they would have to incur from time to time, if gold move¬ 
ments took place, were no longer necessary. Elimination of 
gold movements also resulted in great economy. Secondly, in¬ 
ternational payments were facilitated because of the stability of 
the exchange rates which was secured by tying up their curren¬ 
cies with a strong gold currency. Finally, the reserves which 
were kept abroad earned for them some interest too. 

There are, however, certain defets of the Gold Exchange 
Standard, the first place, a large balance has to be kept 
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in a foreign country. Secondly, besides curbing the indepen¬ 
dence of the monetary authority, such a system is obviously 
risky, if not for any other reason, for at least one reason, viz., the 
‘planet’ country, as Bcnham observes, may suddenly leave gold 
or devalue . The currency autHbrity, again, under gold ex¬ 
change standard, is'obliged to adjust the sale of drafts on the 
gold reserve in such a way as to maintain the rate of exehange 
between the two gold points. The gold exchange standard, that 
is to say, docs not function automatically as does the gold stand¬ 
ard. Finally, movements of gold, under gold standard, operate in 
reciprocal fashion but under gold exchange standard, move¬ 
ments of liquid resources, other than gold, do not operate in 
reciprocal fashion. There may, for instance, take place expan- 
.sion or contraction in the currency of the satellite country in 
response to the changes in its balance of payments position, but 
there need not be any reciprocal action on the price-level of the 
country in which the balance is kept, that is, the ‘planet’ 
country.^ 


^ The gold exchange standard should, however, be not confused with an 
Exchange Standard. An exchange standard has certain features of its own. 
In brief, these arc the following; In the first place, it means that some 
foreign currency is adopted as the standard currency and the home currency 
is convertible into this foreign currency at a fixed rate, and the Central 
Bank is obliged to maiiiUiin parity between the two currencies. Secondly, & 
reserve of the standard currency has to be maintained in tlie countiy whose 
currency is adopted as the statidard. Thirdly, the balance of payments will 
be reflected in the volume of reserve, that is, a deficit will I'esult in a dimi¬ 
nution and a surplus in an increase of the reserve. 

The exchange rates under such a system cannot fluctuate since they are 
legally fixed and any change in the balance of payments is not followed hy 
flow of specie for souring adjustment, but is indicated only by a change in 
the volume of reserves. Nevertheless, the system has limitations too. In 
the first place, the degree of co-operation required for successful working of 
the system between the countries adopting it, is difficult to have. Besides, 
the operation of this system is not so simple as it looks. An exchange stan¬ 
dard, observes Hawtrey, “works veiy well so long as conditions in foreign 
countries in whose currencies the reserves are held are normal, but there can be 
no certainty that this will always be so.” 

Another form of gold standard which Crowther christens as the Gold Parity 
Standard, exists when the monetary authorities underlake^no obligation to 
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Pre-1914 Gold Standard : How it Worked ? Why Col¬ 
lapsed ? Gold standard^ as it prevailed before the 1914-War, 
was characterised by certain significant features. In brief, 
these are the following : 

The standard unit of account was defined by statute in 
terms of a fixed weight of gold of specified fineness and secondly, 
the monetary authority was under statutory obligation to re¬ 
deem notes into gold cofiis, and there was, in the thii*d place, 
no restriction on export or import of gold, and finally, no cen¬ 
tral authority w^as there to control deliberately the supply of 
money to meet the needs of business, but it “was left to the 
reputedly semi-automatic regulation of so called natural forces, 
most important among them the cost of production of gold.*’^ 
The pre-war gold standard* in other words, lacked a central 
authority w’hich could co-ordinate the national policies of the 
countries which were on it. And the primary economic func¬ 
tion of the gold standard internationally was to put some limit 
to the supply of money and credit and thus to prevent excessive 
fluctuations in the volume of the total media of payments. 
Such arrangements had obviously shortcomings too but those 
“were felt to be a. price well worth paying for the freedom it 
ensured from intervention and possible abuse by political au- 
thority.”'-* 

The orthodox gold standard, it is also held, served what is 
said to be “an international function of regulation” in the 
sense that the rates of foreign exchange in different countries, 
so long as their currencies were based on gold, were kept stable 
within the narrow limits of fluctuations set by the gold points, 
through the sensitive mechanism of the foreign exchanges. It 
is thus to be noted that what the gold standard ensured to the 

convert the currency into anything else, but they do undertake tile obligation 
to keep the exchange rate of the currency stable in terms of gold. This form, 
as has been observed by Ciowther, is veiy similar to what will prevail in 
'future under the aegis of the International Monetary Fund. 

^ A. D. Gayer—^Monetary Policy and Economic Stabilisation, p. 5. 

2 Gayer—Op,_CijL p. .5. 
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countries adhering to it, was not a common price-level, but 
“internationally a closely equilibrated price and income struc¬ 
ture.” In case of a divergence of prices in any counti’y far 
above the world gold price-level it had to pay the penalty by 
enforced departure from the gold standard. For, the mechanism 
could not permit one way movement of gold for a long time. 
If the rules of the gold standard game are followed strictly, 
any dislocation in the international n*ate of exchange would be 
corrected by movement of specie. If, for instance, the prices 
in one country are higher than the prices in. other countries on 
gold standard, then others would not buy from that country 
and hence, its exports would decline and the imports will in¬ 
crease leading to export of specie and decline in prices, until, 
ultimately, the equilibrium between prices in all other countries 
is restored. Flow of specie, as observes Taussig, sets in motion 
forces that, sooner or later, stop the flow. 

Why Collapsed ? The gold standard, in any form, it is 
said, ensures a fixed rate of exchange between the countries 
adopting it. Obviously, this it does, for, when the currency of 
each country is convertible into gold or into a gold standard 
currency, at a fixed rate and conversely, it just follows that the 
currencies of these countries are convertible into one another 
at practically fixed rates. It also follows that no country, once 
it adopts gold standard, is free to raise or lower the commodity 
prices, in terms of its own currency, for, unless the prices move 
in harmony with the prices in other countries, gold movements 
in either direction will take place. 

All this is true only with an important proviso, viz., that 
the rules of the gold standard game are strictly adhered to by 
the countries adopting it. And the rules are that not only the 
countries should allow free export or import of gold but also 
should contract credit when gold goes out and expand credit 
when gold comes in, that is, gold movements should be allowed 
to exercise their natural influences on the prices. And as observes 
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Crowther* the “gold standard is a jealous God. It will work- 
provided it is given exclusive devotion.”^ 

The question, therefore, is : was such exclusive devotion 
given by the countries which were on gold standard, to ensure 
successful working of the gold ^andard mechanism ? Obvious¬ 
ly not. The countries which were on gold standard, in practice, 
during the inter-war period, did not adhere to these rules of the 
game. To keep the domestic price-level immune from any effect 
of gold movements, the Central Banks of different countries 
adopted the policy of ‘sterilising’ the surplus gold when it came 
by sale of government securities and ‘offsetting’ the effects of 
the outflow of gold by purchase of securities in the open mar¬ 
ket. By open market operations, thus, these central banks did 
not allow the gold movements to have their natural effects on 
the level of prices of these countries. 

It is also imperative to ensure successful working of the 
gold standard, that the debtor countries should be al¬ 
lowed to repay their debts by increased exports and no mea¬ 
sure should be taken by the creditor countries to obstruct such 
exports by these debtor countries by imposition of tariffs, etc. 
That is, in. other words, no country should adopt any policy, 
financial or commercial, which would hinder proper adjustments 
of balances of payments and real transfer of net payments when¬ 
ever necessary. But the countries in which gold standard was 
restored after the 1914-18 War hardly cared to pay any devo¬ 
tion to this principle of gold standard. 

Again, the conditions under which gold standard was restor¬ 
ed differed very greatly from one country to another. Great 
Britain, for instance* decided to go back to old parity which 
meant considerable over-valuation of the pound sterling while, 
on the other hand, France, when she fetumed to gold, 
stabilised her currency at a low external value of franc, that is, 
devalued her currency. In Germany was introduced an alto¬ 
gether new currency unit based on gold to wipe out the surplus 

^ Crowthei^An Outline of Mon^, p. 806. 
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purchasing power accumulated during the post-war years. 
Hence, the whole process of currency stabilisation was rather 
painful and these different measures adopted by these count 
ries naturally had their different repercussions. In Great Bri¬ 
tain, the stabilisation of the £ ftt a high external value and the 
rigid economic system w'hich existed in the country, with high 
costs and wages meant a fall in her exports, (for it meant high 
cost of production for her and she coyld not compete with others 
producing at a lower cost). The obvious consequence was, a 
tendency towards unfavourable balance of trade and export of 
gold. But her rigid cost structure did not allow her to adopt 
a policy of contraction when gold was going out. So, the over¬ 
valued currency on the one hand, and her rigid cost structure 
on the other, proved it difficult for Britain to secure interna¬ 
tional equilibrium or to maintain her position in the inter¬ 
national market. And hence, before long she had to abandon 
gold standard. (September 1931). 

In the case of I'Yance. the stabilisation of her currency 
at a lower rate stimulated export. ^ Prance thus accumulated 
large amount of gold. But this vras not allowed to have its 
natural effects on the price-level and hence the price-level did 
not rise in Prance, although gold was coming in. 

The U. S. A. though emerged as a creditor country after 
the war, adopted a protectionist policy. The debtors could not 
pay by exports because of the tariffs and other stringent mea¬ 
sures adopted by her to chock imports and, therefore, they had 
to ifeend gold. U. S. A. thus too absorbed a large amount of 
gold which, again, was pot allowed to influence the price-level! 

Besides, these divergent policies which were adopted by 
the three big countries, there were also other causes no less signi¬ 
ficant, which led the collapse of the gold standard. Por ins¬ 
tance, the constant movements of large volume of foreign ba¬ 
lances, the “hot money” as it is said, from country to country 

1 She at this time, it should be noted, was receiving repamtbn payments 
from Germany. 
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or the existence of huge international debts and the payment 
of reparations also meant severe strain on the transfer mecha¬ 
nism of the gold standard. h\irther, the spirit of acute eco¬ 
nomic nationalism which prevailed and the policy of protec¬ 
tionism w'hich was pursued by*aImost all the countries, in no 
small measure contributed to the collapse of the ^old standard 
But a very important cause which led to the breakdown of the 
gold standard was the American policy of discontinuing invest¬ 
ments. Many European countries were depending on loans 
from U. S. A. for their recovery and also for meeting their obli¬ 
gations. The cessation of these loans following the collapse of 
the Stock Exchange boom in U. S. A. in 1929 made the whole 
position very much worse for these countries, specially, for 
Germany and Austria, because, the short-term advances made to 
these countries were called back. Though for the time being the 
Bank of England and the Bank for International Settlements 
came to Austria’s rescue, the matters did not improve much. 
For, before Ipng the other countries of central Europe were 
affected. Events followed one another in quick succession. In 
1930, there was a run on the Eeichsbank. The United States 
declaimed a moratorium for a year of war-debt payments and 
reparations. Britain had large short-term liabilities and the 
prevailing panick and suspicion in foreign cuuntiies regarding 
her solvency resulted in considerable depletion of her gold re¬ 
serve. The naval mutiny led to increased run on London and 
made the position still worse in Britain and eventually in Sep¬ 
tember, 1931 payment in gold was stopped in Britain. In 1933, 
America abandoned gold standard. France, Belgium, Holland, 
Switzerland and Italy,—^the gold bloc countries, though con¬ 
tinued for some time on gold standard, had ultimately to sub¬ 
mit to the severe deflationary pressure and suspend gold pay¬ 
ments. Gold standard was thus abandonod by the countries 
which were on it in the early thirties. 

Merits of the Gold Standard: When we examine the 
working of the gold standard in practice in the countries which 
adopted it. the benefits it bestowed on the economic systems 
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of these countries can easily be found out. In brief, these are 
the following: 

In the first place, it is pointed out that '"the gold standard 
system as a whole gains by having virtually a common cur¬ 
rency in the same way that a country gains by having a sin^e 
currency instead, of a separate one for each of its various local 
areas.” ^ 

Secondlyt gold standard, by provhling practically a stable 
rate of exchange, which can fluctuate only within the narrow 
limits of gold points, and thus eliminating the risk of losses 
from fluctuations in the exchange encourages international trade 
and investments. 

Thirdly, gold standard, by ensuring stable rate of exchange 
secures international co-operation and the advantages of inter¬ 
national division of labour. All these, again, help in improv¬ 
ing the standard of living of the rapidly increasing world popu¬ 
lation. 

Fourthly, it is maintained, that gold standard not only 
secures the stability in the rates of exchange but by linking the 
prices to gold, also secures the stability of prices, that is, in 
other words, stability in the value of money. Gold is an ex¬ 
tremely durable specie and the annual output of it is only a 
small fraction of the existing stock. Gold prices, therefore, 
do not fluctuate appreciably over time. And since under gold 
standard the purchasing power of money and that of gold are 
identical, it is held that gold standard mechanism secures sta¬ 
bility in the value of money over time. Again, since the price- 
levels of different countries, under gold standard-, move in har¬ 
mony, the mechanism secures stability over space also. 

Fifthly, the gold^standard, it is held, serves as the ^golden 
brake* of the credit machine. ' No single country on the gold 
standard can embark upon a policy of expansion or contrac¬ 
tion for any considerable length of time or to any considerable 


1 Benbam—Economics, p. 473. 
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degree. For, sooner or later, gold flow is sure to act as an 
automatic brake on such expansion or contraction of credit. 
And although small doses of expansion and contraction are 
possible, the mechanism of gold standard rules out the pos¬ 
sibilities of severe inflations and deflations of the self-generating 
type. Finally, it is maintained that the mechanism of gold 
standard is semi-automatic, simple and requires few restrictions. 
Automatism and simplicity are thus said to be great advantages 
of gold standard. It also secures a reasonable distribution of 
gold among the countries which adopt it and adhere to the 
rules of the gold standard game. 

Defects of the Gold Standard : Gold standard, it is ar¬ 
gued, secures a stable rate of exchange. But in recent times 
the governments of the countries have begun to feel, as they 
did never before, the imperative need of achieving full employ¬ 
ment. And full employment can be achieved only by suitable 
credit and spending policies. It is. therefore, being increasing¬ 
ly felt that these policies cannot be subjected to the 'single aim 
of keeping the exchange rates stable.’ Monetary policies now- 
a-days are considered as integral parts of an economic policy 
the primary aim of which is to secure domestic economic stabi¬ 
lization at a high employment level, and stable exchange rates 
are desired only because fluctuating exchange rates would dis¬ 
turb domestic stability. The need for international exchange 
stability, for instance, may require deflationary measures in 
some countries that may be incompatible with the chosen ob¬ 
jectives of the domestic credit policy. It is, therefore, un¬ 
likely that stable exchange rates will be preferred under all 
circumstances "if their maintenance involves deflationary and 
depressive credit restriction.” Strict adherence to gold stand¬ 
ard may curb the independence of monetary authorities, for 
the mechanism of gold standard necessaj^ly implies that counr 
tries adopUng gold standard should move in unision. 

The gold standard mechanism, it is claimed, is simple 
and works semi-automatically and, therefore, is superior to 
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other monetary systems. On closer examination, however, it 
will be found that the mechanism is neither simple nor semi¬ 
automatic. The degree of flexibility and stability in the eco¬ 
nomic structure of the world necessary for a smooth working 
of the gold standard mechanism haii be had only as the “re¬ 
sult of a highly .fortuitous combination of circumstances. It 
is a fair-weather craft, of doubtful sea-worthiness in stormy 
waters.”^ And no wonder, therefore, that when the necessary 
conditions are absent, the gold standard is abandoned. That 
it worked till 1914 does not necessarily imply that it is simple. 
The truth rather is that until that year the mechanism of the 
gold standard was not put to severe tests, since there were no 
major international disruptions. But when there are potent 
causes of international payments disequilibrium, it becomes 
extremely difficult to handle the mechanism from the stand¬ 
point of domestic economic policy as a whole. Similarly, the 
gold standard mechanism can hardly be said to be semi-auto¬ 
matic. It can work only when the Central Banks perform 
efficiently the difficult task which rests on them viz., contrac¬ 
tion and expansion of credit as and when necessary to the 
desired degree. In practice, this may prove a task more 
difficult than it appears to be in theory and the Central Banks^ 
may not be able, even though willing, to adopt a policy of re¬ 
ducing costs and prices to a desirable extent when gold flows 
out. Similarly, when gold comes in, it may not be possible 
to create sufficient demand for new loans. 

The gold standard mechanism, it has been said, suffers 
from an “inherent bias towards deflation.® This is so because 
of the lack of reciprocity in the gold standard mechanism it¬ 
self. For instance, while the country which loses gold must 
contract credit in or^cr to maintain its gold reserve, the 
country, on the other hand, which receives gold is under no 

^ Halm—'Monetaiy Thcoiy, (2nd Ed.), p. 197-8, 

2 Joan Robinson—The International Currency Proposals—E. J. June— 
Sept. 1943, p. 191. 
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such compulsion to expand credit in order to check the inflow 
of gold.^ 

“The losing countries will be subject to the blast of de¬ 
pressing forces, whether oppating through falling exports or 
internal adverse factors, and it is most vexatious for them to 
be compelled to add to their troubles by a restrictive monetary 
policy. ^ 

And indeed, the trade cycle apart, there seems something 
inherently irrational in a system, the essential modus operand* 
of which requires a restriction of productive activity in a 
number of countries from time to time. The basis of any 
rational system should be the maintenance of full employment. 
Thus the gold standard stands condemned.”- 

Nor, again, can it be said that the gold standard checks 
inflation. For, there is nothing in the mechanism of the gold 
standard which would prevent “a world-wide expansion or 
contraction of credit.” The actions taken by all the Central 
Banks, instead of neutralising each other, maj% as well, lead 
to a world-wide circle of contraction and expansion. If con¬ 
traction prevails in some countries while the others are free 
from it, the chances are, that, sooner or later, the diminishing 
purchasing power of these countries will affect them. Simi¬ 
larly, again, a vicious circle of inflation may also develop, viz.» 
increased expenditures and incomes in the expansion countries 
will result in increased imports, and consequently, the other 
countries, now exporting more than before, will obviously ex¬ 
pand credit, expenditures and incomes. Rightly, therefore, 
remarks Hawtrey, that the gold standard is a state of “anarchy 
in world credit control.”® 

Finally, the gold standard in its orthodox form unneces¬ 
sarily locks away a large amount of g(ld as reserve.^ which 

^The Central Banks, it should be noted, have a greater power to force 

their member banks to contract credit than to force them to expand credit. 

• • » 

^ Hmtod>-~liiteraational Economics, p. IS%. 

s Depresiuon and the Out, 19S1, pp. 15-18. 
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could be otherwise utilised, as observes Halm, to serve as a fund 
of highest international liquidity, to help "to bridge temporary 
balance of payments disequilibria’' and also to "gain a rea¬ 
sonable amount of freedom in the domestic monetary and 
general economic policies of the mtmbor countries.”^ “Cover 
reserves,” are necessary because we want to achieve strictly 
automatic credit contraction in a country which is losing gold. 
But, if the monetary authorities were frae to adopt any mone¬ 
tary and credit policy they thought desirable, obviously we 
could do without gold-backing requirements which only lock 
away a larger part and “sometimes the major part of the gold 
reserves, so that, it can never l)e used.”^ 

The Future of Gold: The orthodox gold standard 
mechanism thus stands for “rigid exchange rates, rigid gold¬ 
backing requirements, reciprocal deflation and inflation accord¬ 
ing to gold movements, and conservative domestic credit policies 
with balanced budgets and without defleit spending. All this 
is unacceptable to those who believe in the Governments* res¬ 
ponsibility for economic stabilization, full employment, and 
labour union strength.”*"* It is, therefore, safe to predict that 
“the ‘automatic* gold standard mechanism will never return.** 
With its ‘inherent bias towards deflation,’ the gold standard is 
incompatible with the policy of rapid expansion, which has now 
become imperative for all the countries to adopt. As an inter¬ 
nal medium of exchange, in recent years, the importance of 
gold has also considerably declined. On the other hand, in 
the sphere of international payments, countries are showing 
great interest in the possibility of working of arbitrary currency 
standards and trying to adjust themselves with such a system. 
Will then, it is pertinent to ask, gold be replaced by paper and 
go out of use altogethej ? Such an inference, however, is un¬ 
warranted. For, human nature being what it is, is unlikely 


^llalni—^Monetaiy Tlieoty, p. 205. 

2J. M. Keyncfr—A Treatise on Money, Vol. 11, p. 265. 
^ Halm--»Monetai 3 r Theory, p. 207. 
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to abandon gold for good. Besides, gold, as the most liquid in¬ 
ternational asset, will still have important functions to per¬ 
form in the field of international payments. It will, for ex¬ 
ample, still be useful as a stop-gap during temporary balance 
of payments disequilibria, and also as a common denominator 
for the various currencies. 

» 'j 

The Case for Managed Money : By managed money is 
meant -the money who^e conditions pf issue are subject to arbi¬ 
trary decision of the monetary authorities on whom rests the 
responsibility of managing the issue in such a way that by con¬ 
vertibility or otherwise, it shall have a definite value in terms 
of an objective standard, or in other words, on whom rests the 
responsibility of managing the value of money. Generally, 
however, by managed or fiat money system is meant a mone¬ 
tary system in which inconvertible paper money, that is, paper 
money not redeemable in any standard metallic money circu¬ 
lates and the Central Bank manages its issue in such a way as 
to maintain monetary stability. 

There are certain advantages of such a monetary system. 
The value of a currency in the long run, it is said, depends on 
the confidence the people repose in it; it is, therefore, not 
necessary that the currency should consist of gold coins or, for 
that matter, of any other metallic coins. For, people’s confi¬ 
dence may be as great when the currency consists of inconver¬ 
tible paper as when it consists of gold or other metallic coins. 
Why then not accept such a system which does not suffer from 
the limitations of a metallic standard and also is the cheapest 
form of currency ? Since no precious metal is necessary under 
a managed paper standard, either for use, or for locking up (in 
sufiident amount) as reserves, it would release such resources 
for more productive uses. Secondly, %ince the inonetar^)^ au¬ 
thorities, under such a system, are not under legal obligation to 
keep large metallic reserves they will have greater freedom in 
adijustmg the supply of and demand for money and in control¬ 
ling the volume of credit and movements of prices. 
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Finally, any country adopting such a system enjoys auto¬ 
nomy in monetary affairs since, as when on gold standard, it 
need not move in harmony with others sacrificing its own free¬ 
dom in monetary affairs. 

These are advantages which m^rit' consideration no doubt, 
but such a system* is fraught with grave dangers too. For ins¬ 
tance, the danger of over-issue, when there is such a system, is 
a real one. The system provides no seefirity against over-issue, 
that is, inflation and hence, people are hardly likely to repose 
their confidence in such a system. Secondly, stable exchange 
rate, under gold standard, encourages international trade and 
investments. But such a system, while will endeavour to stabi¬ 
lise the internal prices, will allow the rate of exchange to fluc¬ 
tuate with the fluctuations in the conditions of trade, and 
hence, would discourage international trade and investments. 
Finally, a depreciation of paper currency, in extreme cases, may 
ultimately lead to a flight from currency in the sense that people 
may, in such circumsstances, that is, when the paper money 
depreciates abnormally, choose to hoard their wealth in the 
form of durable goods. Whatever the merits of such a system, 
it cannot be denied that gold will still have a very useful role in 
modern international payments system and we cannot aban¬ 
don gold altogether. 

‘‘The issue, therefore,” as observes Halm, “is not 
whether we shall re-introduce the old fashioned gold standard 
system or discard gold entirely; the issue is rather whether 
gold can be used to advantage in a more flexible multilateral 
payments system or whether the world will break apart into 
separate monetary blocs.” ^ 

iSome economists, even when gold sUndatd was in vogue, advocated 
what is known as'the Tabular Standard or Isometric Standard, based upon 
Index numbers, with a view to stabilize internal prices. The idea was to 
control t h e volume of current and credit in accordance with tbe changes in 
a tabular figure arrived at by means of a composite series of index numbers 
of the internal values of capital goods, consumer’s goods, and serviws. 01^ 
vjftiMly, this would })e a system of managed currenag aiming at securing sriahi- 
Uty of int^cnal prices. 



CHAPTER 30 

CREDIT AND BANKING 
Credit 

What is Credit ? When we use the term credit, obvious¬ 
ly, we have in mind a type of transaction in which two persons 
are usually involved viz., one who gives the credit, that is, the 
creditor, and the other**to w'hom the credit is given, that is, the 
debtor. We have in mind, too, perhaps in a little vague way, 
that these two persons are known to each other, for, otherwise 
no credit transaction, i.e., no lending or borrowing would take 
place. The essential attribute of all credit transactions, thus, 
is this confidence of the parties involved, in each other, with¬ 
out which no such transaction can take place. For instance, 
while one buys goods and pays the price no question of con¬ 
fidence arises, for the transaction is cash transaction. But 
when one buys goods and promises to pay the price at a future 
date, the question of confidence does arise. For, it is a credit 
transaction and unless the seller has confidence in the buyer’s 
promise, he would not part with his goods. For the lender who 
lends money, or the seller who sells goods on credit, the confi¬ 
dence in the borrower or the buyer, each of whom promises to 
pay repay the borrowed money or pay the price of the 
goods) at a future date, is absolutely necessary, or else, neither 
lending nor selling on credit would take place. The essence of 
credit, thus, is confidence and the other significant feature of 
course, is the element of time. 

types of Credit: Different types of credit have been 
distinguished from the standpoint of the ultimate use or pur¬ 
pose of it, viz., consumption credit, production credit, commer¬ 
cial credit and bank credit. 

When the purpose is immediate _ r-—, .. 

be consumption credit, and when the purpose is earning a sur¬ 
plus income by profitable investment of the sum borrowed, it 
is said to be production credit. When, however, de purpose of 
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the credit is to finance the manufacture and marketing of 
goods, it is said to be commercial credit. By bank credit is 
meant the credit which is created by the banking institutions. 
A bank, as we shall see later, can lend much more than its cash 
reserves. 

Credit Instjnimentg : The -- »— - 

in the complex economic system of the present age, would in¬ 
deed be impossible in the absence of^ia sound and extensive 
credit system. The credit instruments which are much in use 
in these days, therefore, largely contribute to the smooth func¬ 
tioning of the modern economic system as a whole. The im¬ 
portant credit instruments which arc very popular in all ad¬ 
vanced countries today, are the following : 

I—^The Cheques : As an instrument of credit a cheque 
may be said to be the simplest and the most widely used in 
advanced countries of the world. A cheque may be defined as 
an order upon a bank by an individual or a firm having a deposit 
in the bank, asking it (that is, the bank) to pay a certain sum 
of money to the bearer of the cheque or to the person whose 
name may be written on the cheque. 

The element of credit or confidence in the cheque can easily 
be seen. No one, for instance, \yould accept the cheque in 
payment of his dues unless he has confidence both in the man 
who draw's the cheque, and also in the bank upon which it is 
drawm. 

Sometimes, cheques arc crossed. A cheque is said to be 
crossed when two lines arc ch*awn obliquely across the cheque. 
Such cheques are generally carried to accounts and can be paid 
only to the bank in whose favour they are crossed. Often, the 
names of the banks arc written between the two lines which 
are drawn across th# cheques when they are crossed. 

II—^Tfae Bill of Exchange : A bili of exchange may be 
defined as an order by a person or a firm, (the ‘drawer*), upon 
another person or firm, (the ‘drawee*), instructing the latter to 
pay a certain sum of money for the value re* ' ■ * *‘* " 
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drawer (payee) or to a third party after the expiration of a 
definite period of time. 

A bill of exchange is said to be a ‘sight bill’ when the pay¬ 
ment has to be made on presentation of the bill, that is, on 
demand. If, however, payment is to be made after the expira¬ 
tion’ of a definite period of time, it is said to b^ a ‘time bill*. 

A cheque differs from a bill in this that payment has to be 
made in case of a chcqite on demand, while in case of a bill» 
usually the payment is to be made after a statcMl period of 
time. Veiy appropriately, therefore, observes 11. Withers, “a 
Cheque is a bill of exchange payable on demand.”^ 

ni—Banker’s Draft: Sometimes cheques are drawn by 
some banks upon other banks. A cheque when drawn by a 
bank upon another, is called a banker’s draft. As a credit 
instrument it is also very popular. 

« 

IV—^Notes : Notes may be of three kinds, viz,, (i) Pro¬ 
missory notes; (ii) Bank notes and (in) Government paper 
money. 

({) A Promissory note is a written promise of the borrower 
to pay a certain sum of money to the lender, either on demand 
or at the expiration of a definite period. A pixjiriissory note 
is made negotiable or transferable, when the creditor or the 
‘payee’ endorses the note. 

(ii) A Bank note is just a promise made by the bank 
issuing the note to convert it into legal tender on demand. It 
is thus, “neither more nor less than visible evidence of a bank’s 
debt, which can be passed round from hand to hand in set¬ 
tlement of all sorts of individual debts.” ® 

(m) Government paper money consists of notes which 
are issued by the government and are legal tender. Such notes 
may be convertible, that is, may be converted into metallic 

} H. Withen-->Mieaning of Mon^ (Sth Edn.), p, S4. 

fi Stwert-^Modem Bsttkiag <19$7, O, U. P. London), p. 8. 
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coins or bullion, whenever desired, or inconvertible (or fiat 
money), that is, not redeemable into metallic coins or bullion. 
The value of such inconvertible notes, which are not re¬ 
deemable, depends on the command of the issuing authority, 
the government. Hence paper ifioney of this type is also said 
to be fiat money. 

Paper money is said to be representative, when it is fully 
backed by metallic reserves, that is. tlte notes issued arc backed 
by reserv'es equal to their nominal value. The Silver and Gold 
Dollar Certificates of U. S. A. are examples of representative 
paper money. These are said to be mei'ely bullion certificates 
and are convertible into bullion whenever desired. 

V—Book-Credit: Book credits are largely used among 
firms and businessmen with a view to economise the use of 
money. When firms or businessmen grant book credit to other 
firms or businessmen the need for cash payment for each tran¬ 
saction betw-cen them is obviated ; only book entries are made 
and occasionally the balances, after cancellation of credits and 
debits, are paid in cash. 

Advantages and Defects of Paper Money t The use of 
paper money has become very popular in these days in the ad¬ 
vanced countries of the world for its various advantages. For 
instance, transactions of heavy amounts are greatly facilitated 
by paper money. Secondly, constant use of metallic coins 
necessarily means some wastage of the specie, which is eliminat¬ 
ed by the use of paper money and finally, it is the cheapest 
form of currency conceivable and, when in use, releases con¬ 
siderable amount of gold or other precious metal which would 
otherwise be locked up as reserves. 

Nevertheless, use of paper is not without some dangers, 
rather, there are certain very grave dangers in the use of paper. 
In the first place, there is the chance of over-issue, specially, 
when the government takes recourse to the issue of inconver¬ 
tible paper money. Secondly, payments to foreign creditors, 
cannot made in paper. Since the issue of paper money rests' 
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on the arbitrary decision of the issuing authority, its value is 
likely to fluctuate more than the value of commodity money, 
whose value changes only when the value of the metal of which 
it is made changes. Such fluctuations in the value of 
money will obviously mean iiflstability in the rate of exchange 
too, which in its turn, will introduce uncertainty in business 
transactions and is sure to hinder foreign trade of the country. 

Principles of Note-tssue : The Banking and the Cur¬ 
rency Schools t Whatever may be the defects of paper mo¬ 
ney, it is evident, that as an internal medium of exchange the 
importance of gold has considerably declined and slowly but 
steadily, paper has gained ground. The process, however, has 
not been so smooth as it may appear to be. There was agree¬ 
ment in so far as the question was to ensure the economy of 
gold by greater use of paper. But there was no agreement as 
regards the principle which was to be adopted by the monetary 
authorities in the matter of issuing notes. The Bank Charter 
Act of 1844 of England which divided the Bank into two depart¬ 
ments ^ was an endeavour to regulate the currency. A contro¬ 
versy arose between two groups, viz.^ those who defended the 
Act and are known as the “Currency School“ and those who 
opposed the Act and are known as the “Banking School.” 

According to the former, that is, the Currency School, tlie 
bank notes are money w'hilc the bank dcjwsits arc mere subs¬ 
titutes for money and hence, it is necessary that notes should 
be isolated from other bank liabilities (that is w'hy, thi.s group 
was anxious for the separation of the Bank of England into 
two departments—^the Banking and the Issue Department) 
and should be fully backed by gold. The notes, that is to say. 
are just bullion certifleates, substitutes for metallic money— 
they are issued to economise the use of me%l but arc not instru- 

^The Act separated the business of note issue and of hRiiking into two 
separate deparlments viz., the Issue Departmenfc-oto deal exclusively with the 
issue and redemption of notes and to hold tlte gold reserves as well as the 
'Adnciary merves and the Backing Department—^to deal with the dt»!Ount, 

liiiisiness generally. 
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ments of credit, and hence, it is necessary that they should be 
backed by gold, pound for pound. For» otherwise, if so desired 
by the public, it would not be possible for the issuing autho¬ 
rity to convert them into coins. The volume of currency, 
therefore, at any given time, i%to be determined by the avail¬ 
able supply of gold, expanding when the supply of gold in¬ 
creases and contracting when the supply of gold decreases. In 
other words, inflow or outflow of gold which, in their turn, 
depend on trade conditions of the country, will automatically 
lead to expansion or contraction of the volume of currency. 

In their zeal to ensure safety by hundred per cent gold 
backing for the notes issued, the supporters of this school over¬ 
looked the primary requirement of a good credit system viz., 
elasticity, which is specially necessary when emergency arises. 
Adoption of the currency principle would imply rejection of 
elasticity of the currency system which is inconceivable in 
these days when the countries arc striving hard for achieving 
full employment and for >vhich utmost elasticity of the cur¬ 
rency system is necessary. Besides, a large amount of gold 
w'oukl be kept blocked under such a system unnecessarily. 

The Banking School, on the other hand, which opposed 
the Act of 1844, stressed the necessity of leaving the entire 
decision with the bankers, who, accoi'ding to this School, should 
determine, at any given time, the volume of notes to be issued. 
The apprehension of the Currency School Avas the chance of 
over issue, that is, issue of notes without reserve, leading ulti¬ 
mately to all th6 evils of inflation. But it was pointed out, 
that “it was inflation of credit rather than of currency which 
was to be feared; and the Act not only did nothing to regulate 
credit, but actually made the task of regulation more difficult. 
To control the supply of money by regulating the note issue 
was like trying to control the supply of currency by regulating 
the issue of pennies. The circulation of pennies does not by any 
means keep in step with the note circulation, nor the note cir¬ 
culation w'ith bank deposits, still less with trade activity.***’ 

1 CaimciQss—Introduction to Economics—p. 390. 
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The defenders of this school pointed out that all notes is¬ 
sued are never presented for conversion at any particular mo¬ 
ment. Hence, if only a certain percentage of reserve be main¬ 
tained against the notes issued, it will be sufficient to meet oc¬ 
casional demands for conversion. And this percentage or the 
proportion of reserve to be kept may be left to. the discretion 
of the bankers> who from their experience, know the likely 
demand for conversion from the public. Thus, the needs of 
the business community and not rigid maintenance of reserves 
for mere conversions, should determine the volume of note 
issue. 

Admittedly, this principle is superior to the other in that 
it permits expansion or contraction of the volume of currency 
according to the needs of the business comrnuiiit.v, and hence, 
enjoys elasticity. Besides, it secures economy in reserves also. 
It should, however, be mentioned that the country’s inonetar,y 
stability, according to this scheme, will rest on the bankers on 
whom will be vested the power of controlling the volume of 
currency. A great degree of caution and prudence, therefore, 
should guide every step they may take. 

Methods of Regulating the Note-Issue : There are diffe¬ 
rent methods of regulating the note issue. These have been 
discussed, in brief, in the following paragraphs : 

The Fixed Fiduciary Issue System : We have referred 
to the controversy between the Currency and Banking Schools 
over the Bank Charter Act of 1844. Eventually, however, the 
recommendations of the Currency School were incorporated in 
the Bank Charter Act of 1844. The advocates of this schooL 
as we have seen, were for 100 per cent gold reserve, but this 
would have meant the withdrawal of an enormous volume of 
notes from circulation. Hence, they agreed on an alternative 
principle—the so-called “fiduciary principlS”—which left the 
existing note issue unchanged but made it impossible to add to 
it without the acquisition of additional gold becking. Accord¬ 
ing to this principle, all notes beyond a fixed limit,-—the fidu- 
dary limit—had tq^be backed pound for pound by gold, that is, 
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if the Bank of England lost gold, it would have to reduce its 
note issue, and, if it gained more gold, it could increase its note- 
issue. This principle, it was thought, would prevent sudden 
inflation or sudden deflation since it would make the supply of 
money behave exactly as if it*consisted exclusively of gold. 

The Central Bank, thus, under the Fixed Fiduciary Issue 
System, is authorised to issue notes against securities up to an 
amount fixed by the statute. ^ Aitd notes issued above this 
amount, that is> above the fiduciary issue, must be covered by 
100 per cent metallic reserve. 

This system, however, has been found defective, for more 
than one reason. For instance, under this system, considerable 
amount of gold will remain blocked idly. Besides, it lacks elas¬ 
ticity and does not allow the Central. Bank to exercise neces¬ 
sary control over the creation of bank credit. Of course, the 
motive of the supporters of this system was to secure converti¬ 
bility of notes by making provision for adequate reserves. But 
securing convertibility is not the only object of the monetary 
authorities. The currency system has to be clastic to meet emer¬ 
gencies and also to meet the needs of an expanding economy. 
For these serious limitations the Macmillan Committee recom¬ 
mended the abolition of this system. 

“In modem times,” observes Keynes, “the ‘fixed fiduciary 
issue* method may work fairly well, if the fiduciary issue is fixed 
high enough to leave the Central Bank in unfettered control 
of the bulk of its gold reserves.*’^ 

Maximum Fiduciary Issue System : Under this system, 
the law prescribes the maximum amount of notes that may be 
issued by a Central Bank without gold reserve. This maximum 
is generally much above the average annual note circulation in 
normal circumstances and also is raised from time to time 
according to the requirements. 

I'Ll England, the Bank of En|^d under the Act of 1844 could iarae- 
notes against securities up to £14 million. This limit was, however, raised 
to £960 and £800, millions in 1998 and 1989 respectively. 

3 Keynes—A Treatise on Mon^, Vol. H, p. £66. 
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This system was recommended by the Macmillan Com¬ 
mittee for adoption in England because it is superior to the 
fixed fiduciary system, firstly because there is no legal restric¬ 
tion to the form or amount of reserves and the question oi 
reserves, and its use is entirely left to the discretion of the 
Central Bank and secondly, it does not require ‘blocking^ of 
gold unnecessarily. 

« 

In France, this system was prevalent upto 1928. In the 
words of Keynes» the system “has the great advantage of allow¬ 
ing as much discretion as possible to the Central Bank, and, in 
particular, of rendering the whole of the reserves available for 
use in case of need (a liberty of which, however, the Bank of 
France almost never availed itself), whilst interposing a legis¬ 
lative safeguard against any serious measure of inflation. If 
the volume of the note-issue is to be regulated by law-, this is 
perhaps the best system.”^ 

The Proportional Reserve System : Under this system, 
the law prescribes that the gold ]*esrve shall not fall below a 
fixed percentage of the note issue. Thai is, in other words, the 
Central Bank is under legal obligation to keep a certain per¬ 
centage of gold reserve against the notes it issues. The usual 
practice, in case this reserve falls below this minimum, is to 
impose a tax on the issuing bank upon the amount by which 
it falls (t,e., below the minimum fixed by law) and the rate of 
tax rises as the deficiency increases. 

While the elasticity this system provides is considered as 
its merit, its demerit lies in the fact that any contraction of the 
currency will also be violent. Besides, the system locks away 
considerable amount of gold unnecessarily. As observes 
Keynes, the “percentage method possesses—4t seems to me—^no 
sound foundations in logic or common sense.... It appears to 
combine all the possible defects of systems of note regulation. 
For it is very extravagant in locking away g<fld and does not 
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even exempt—as the “Fixed Fiduciary Issue” system does—the 
irreducible minimum of the note-issue. It allows the influx of 
new gold to produce a disproportionate relaxation of the credit 
position... .And, finally, in emergencies and difficult moments 
when the gold reserves are fallir%, it requires so drastic a cur¬ 
tailment of money proportionately to the loss of gold as to be 
exceedingly dangerous.”^ 

There is another system of rcguiaiion oi noic-issue wnicn 
may be said to be a variant of the Proportional Reserve System. 
Under this system all or some part of the percentage reserve 
required against the note issue is held not in actual gold but 
in the form of bills or cash at some foreign banks. 

This system is much like the same which Keynes describes 
as the Exchange Management. It secures economy of gold. 
But it is pointed out that it is not always a very sound system. 
For instance, many countries suffered huge losses during depres¬ 
sion owing to the depreciation of sterling. This proved the 
inefiiciency of the system. Besides, it suffers from the limita¬ 
tions of the percentage system. 

Conclusion : None of the above methods, thus, is free 
from defects. The question, therefore, is what should be the 
right principle of note issue ? The only rational purpose foy 
legally prescribing the minimum reserve of gold against the 
notes issued is to prevent undue expansion of currency, 
that is, over-issue. Endeavours, therefore, should be made to 
achieve this purpose by the least vrasteful method. To that 
end, the most judicious method would be that which would 
not fetter the hands of the Central Bank in any way. “The 
most sensible way would be,” observes Crowther, “to impose 
no limit at all, but to trust to the good sense of the monetary 
authorities. An increase in the currency is one of the later 
phenomena of an inflation ; to hope to prevent inflation by limit¬ 
ing the expansion of the currency is like hoping to stop a motor 
car that is running downhill by turning off the petrol. If the 

^Khyaes—Op. Cit. p. S68. 
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authorities cannot be trusted not to start an inflation, it will 
do no good, but merely precipitate a banking crisis, to limit the 
supply of currency.” 

“Not only is a minimum gold reserve a wasteful way of 
regulating the volume of the q;iirrency, it is also a most capri¬ 
cious one. For it does not stabilize the volume of the currency, 
it merely stabilizes the relation between the volume of gold and 
the volume of the curreivcy, and if the volume of gold is itself 
fluctuating the domestic gold standard does not stabilize the 
volume of the currency but forces it to fluctuate.”^ 

Economists, therefore, argue that it serves no laudible pur¬ 
pose by simply locking away reserves by legal provision which 
can otherwise be utilised for better and more urgent purposes. 
Besides, while the Central Bank is saddled with the responsi¬ 
bility of regulating the volume of credit and the price-level, 
why the entire responsibility of note issue should not also be 
left to it in order to give it a free hand both in controlling the 
volume of credit and regulating the price-level ? 

There is, however, the question of emergencies, and also 
of public confidence. It is also nece.ssary that i)rovision should 
be made for meeting the short period fluctuations in international 
balance of indebtedness. It is, therefore, suggested that in 
order to avoid the danger of over-issue, a maximum, which 
should l)e much above the average amount of note circulation 
in normal times and which may also be raised from time to 
time, in accordance with the requirements, should be fixed upto 
which the Central Bank can issue notes, as was the system in 
France till 1928. And secondly, the law may fix a minimum 
amount of gold reserve which the Central Bank should keep 
as provision against emergencies and to promote public confi¬ 
dence and also for meeting the short period fluctuations in the 
international balance of indebtedness, «that is, the external 
drain. 

These credit instruments have become very popular these 
days and are in vogue in all advanced countries of the world. 

' ^ C>evth«p--i^ OotBne of Money, p. 
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Their use secures in no small measure economy of precious 
metals. Besides facilitating business transactions and pro- 
ductive activities there accrues material gain from the use of 
these instruments to the extenj^ the wear and tear of the 
metals is eliminated. 

Credit plaj^ such a predominant part in the settlement of 
monetary and business transactions of all kinds, that “all coun¬ 
tries of any economic importance ha’^e, to a greater or smaller 
extent, come to be based on a credit economy rather than a 
money economy.” 


Banking 

The Nature of a Bank : Growth of Modern Banking s 
The essential function of a bank is to collect savings from the 
people who have surplus and to lend out what it so 
collects to the people who are in deficit and, therefore, need 
money. In other words, the business of a bank is to borrow 
from one group of people and to lend to another group—^“hiring 
money and hiring it out again.” A bank thus is a “financial 
intermediary, a dealer in loans and in debts.” 

But how could a bank become such a ‘financial interme¬ 
diary^ ? Surely, it has been a long process of evolution which 
has made it what it is to-day. To understand the modem 
banking system, it may be of some use to know how it has 
grown gradually to its present position. 

The present-day banker, as observes Crowther, has three 
ancestors viz., (t) the merchant, whose reputation enabled him 
to issue, documents which were accepted as titles to money (it) 
the money-lender who, of course, worked with his own capital 
but men with surplus money soon found it convenient to en¬ 
trust it to the money-lender for investment, because of his skill 
and experience. AnS “as sodn as the money-lender reaches this 
stage, he is an embryonic banker. He has become a money- 
bonuwer as well as a money-lender.”^ Soon, again, it was 
found that it is convenient for his clients and profitable for him^ 

of Mon^, p. 928. 
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“to borrow their money outright, paying interest on it and mingl¬ 
ing it with his own capital, and then to lend out the whole lot, 
making his profit from the difference between the moderate 
rate of interest he pays to his lending clients and the high rate 
he charges to his borrowing clients.”^ (tit) The third ancestor 
is the goldsmith. How did the goldsmith come into the pic¬ 
ture ? It is only natural. “In a period when money consisted 
entirely of gold and silveft and forms of investment (except in 
land) were almost non-existent, private persons owned propor¬ 
tionately much more gold and silver than they do at present. 
What ihorc natural than to entnist it to the goldsmiths for 
safe-keeping and get a receipt ?” ^ Money, it is said, has two 
properties. “It is fiat so that it can be piled up. But it is also 
round so that it can circulate. The progeny of the money¬ 
lender are concerned with flat money, piled up money, savings. 
The progeny of the goldsmith are concerned with round money, 
circulating money, cash. The big modem banks perform both 
functions.”® In the beginning, this was obviously a purely safe- 
deposit business and deposit receipts were used only when with¬ 
drawals of gold were necessary. But as observes Mr. H. 
Withers, some “ingenious goldsmith conceived the epoch-mak¬ 
ing notion of giving notes, not only to those who had deposited 
metal, but to those who came to borrow it, and so founded 
modem banking.”^ It is true that this did not occur suddenly, 
rather, all this evolution took place in successive stages, whidi 
were none the less, *rapid and easy.’ The broad three stages 
through which this safe-deposit business developed into the 
ffull-blown bank’ are : “First, the deposit receipts began to 
be handed round as money. It was certainly more conveni¬ 
ent to pay debts by handing over a slip of paper than to with¬ 
draw gold, hand it over and then re-deposit it. So the deposit- 
receipt, once the goldsmith’s name and rej^iitation became well- 


^ Ibid—p. *S. 

s Crowther--()p, Cit., p. 95* 

, Crowthcp--Op. Cit. pp. *4—5. 

<ft (5th Edit.) p. *0. 
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known, became the embryonic banknote. Second, even the 
deposit-receipt could be dispensed with. The goldsmith could 
merely be instructed by letter to transfer the ownership of 
such-and-such an amount of gold from the original depositor 

to his creditor. This is the birth clf the cheque.And finally, 

the goldsmith, naw fully developed into banker, makes the dis¬ 
covery that he can safely issue deposit-receipts in excess of his 
gold stock. It is immaterial whether ke does this by printing 
off more receipts and lending them to persons in need of ac¬ 
commodation (or indeed using them to pay his own household 
bills), or whether he does it by allowing his customers larger 
‘deposits’ (on which they can draw by cheque) than the value 
of the gold they have deposited. In either case the crucial step 
has been taken. The principle of “creation” of money has been 
discovered.’’ ^ 

When, therefore, it is said that the banks “are not merely 
purveyors of money but also in an important sense manufac¬ 
turers of money’* * and that the supplj^ of money depends on 
two sources,—‘the banks and the state’, it docs not seem puz¬ 
zling. Nor, does the definition of a bank as “an institution 
whose debts (bank deposits) arc widely accepted in settlement 
of other people’s debts to each other” ® give rise to confusion. 

Functions of a Commercial Bank : A bank, as we have 
already observed, is a “financial intermediary, a dealer in loans 
and in debts.” Individuals save but little amount and it is the 
function of banks to gather these “driblets of spare cash” and 
“harness them to the tasks of enterprise.” On the one hand, 
thus, the bank’s function is to mobilise community’s savings 
and on the other, to lend these savings at such rates of interest 
and in such amounts, as may be considered profitable. We 
may, therefore, pose ^o questions and the answers to these 
questions will give a fairly adequate idea of the functions of 
a modern commercial bank, viz., how does the bank collect 

^ Crowthez^—Op. Cit., p. 25-6. 

2 Sayer8---Mockrn Banking—(1989). p. 1. 

SSayera—Op. 0t*, p. an. 
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community’s savings and secondly, what considerations weigh 
its lending policy ? 

A commercial bank collects the savings of the community 
when it accepts deposits fAm its members. Any member of 
the community may bring cash and deposit it .with the bank and 
in exchange the bank credits him with a deposit account equal 
to the sum deposited imthe bank, withdrawable at any moment 
by cheque. Sycli deposits are known as the deposits oj moneys 
that is, cash or claims to cash, left with the bank by the 
depositors. There may be also deposits of credits issued by a 
bank to its clients against securities. That is, the bank may 
grant loan to its clients in the form of current account deposits 
in their names which they can draw upon, as in the former case, 
by cheques, whenever needed. Deposits, thus, may be created 
by the bank itself by accommodating its clients by making 
advances to them and crediting them with deposit accounts. 

The income of the bank is the money it earns by making 
profitable investments. The ordinary banking business con¬ 
sists, besides accepting deposits and creation of deposits, of 
transferring bank deposits from one person or corporation to 
another, discounting of bills, advancing loans, granting overdrafts 
etc. Admittedly, the amount which the members of the public 
deposit may be withdrawn at any moment and in reality every 
now and then such withdrawals do take place but the shrewed 
banker knows from his experience that in the aggregate these 
deposits are relatively permanent and a proportion of these 
deposits can be safely lent to businessmen for definite periods 
of varying length. The banks thus, “borrow in small amounts 
and lend in large amounts; they borrojr short and lend long; 
above all, they borrow liquid capital and lend it in much 
liquid forms. Each transformation enhances the productivity 
of loan capital; for the larger the loan, and the longer and iptore 
definite the period for which it is made, .the more valuable, in 
are the usee to which it can be put The b^ks, there- 

> I .1 " 
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fore, in mobilising capital, add to its productivity and render 
a service of great advantage to the community.” ^ 

The banks perform yet another very important and signi> 
ficant function. By their behaviour, the banks govern the sup¬ 
ply of bank deposits and hence ex^cise an important influence 
on the supply of money. At any given time, the total supply of 
money, as we have observed before, depends on two sources, 
viz., the state and the banks. The bafiiks, therefore, are not 
merely the purveyors** of money but also in an important sense 
are the ** manufacturers of money** In what sense, does a bank 
influence the supply of money ? The answer is obvious. The 
bank provides in the shape of a note or a cheque a means of 
payment. Subject to the restriction which may be imposed by 
law or prudence and custom of keeping gold reserves, by mani¬ 
pulation of the issue of bank-notes which are generally accept¬ 
able and, therefore, are as good as money, the bank has the 
power of expanding or contracting the credit, that is, the sup¬ 
ply of money. 

To take an illustration : Suppose, that the law prescribes 
that against every 100 rupees in notes, rupees 20, that is, 
20 p.c. must be kept as reserve in gold. The banks under such 
circumstances have the power to issue notes to the value of 
& times the gold deposited with them. In other words, for every 
additional deposit, the banks would be in a position to lend 5 
times the value of the new deposit, and thus to add 4 times its 
value to the amount of money in circulation. Conversely, in 
case of withdrawals of deposits, they would be forced to ask for 
repayment of their loans and to contract their note issue in the 
same proportion. 

Besides these important functions, the banks also perform 
a good deal of other miscellaneous functions. For example, 
whenever possible they finance the country’s foreign trade by 
accepting or collecting the bills of exchange drawn by their 
clients. Often the banks also act as agents of their clients 

^Alec CSalmcios»~-liqitn)duction to Economics (1944), p. $26. 
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and in this capacity collect cheques, bills, etc., for their clients. 
The banks also render certain services purely for the benefits 
of their clients, e.p., they act as custodians of their valuables, 
as trustees or executors of wills etc. Issue of‘travellers* cheques, 
letters of credit, etc., by the banks also greatly help their 
clients. 

Balance Sheet of a Commercial Bank : The balance 
sheet of a commercial bank is a statement showing on the left 
side, item by item, its liabilities, that is, the money which has 
been put at the disposal of the bank and on the right side, its 
assets, that is, the uses to which the money, left at its disposal, 
has been put. It is, thus, nothing more than a statement 
showing the bank’s liabilities (claims which others have against 
the bank) and assets the wealth owned by the bank and 
the legal claims which the bank has against others). 

Such a statement, showing as it does, equality of assets 
and liabilities—for every balance sheet balances—is of special 
import in the case of a bank. For, unlike other enterprises, 
when a bank acquires its assets, it does so by increasing its 
liabilities directly. The assets of a bank, that is to say, are 
directly exchanged for its liabilities. The whole business of a 
bank is shown in its balance sheet which also reveals the “ratios 
to which the bank is working.” 

It is now necessary to enquire what are the main items on 
the Liabilities’ side and also what are the main items on the 
Assets’ side of the balance sheet of a joint stock bank and to 
examine them one by one. 

The main items on the Liabilities’ side are the following : 

(1) The resources of a joint stock hank, we know, are 
supplied partly by the shareholders and partly by the depositors, 
llie capital which the shareholders have subscribed-^the, pakl 
up capital—thus is the first item on the liabilities’ side since, 
it is a debt due to them, (it) Similarly, the Reserve Fund 
which the bank has accumulated out of its past profits and has 
withheld fro^^^the shareholders for meeting aliy contingency^ 
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is also its liability to the shareholders. (3) Thirdly, the un¬ 
divided profits—^to be paid out in dividends to the shareholders 
later on, also constitute a liability to the shareholders. (4) The 
bank often ‘accepts’ Bills of Exchange on behalf of its clients and 
such ‘acceptances* increase the^ bank’s liability too, because, 
by ‘accepting* a bill it makes itself responsible for payment of 
the sum mentioned in the bill when it falls due, in case, the 
client on whose behalf it has accepted it, fails to pay. Such 
‘acceptances’ thus constitute what ar^ described as the ‘contin¬ 
gent liabilities* of the bank. In the balance sheet this item ia 
balanced on the assets’ side by ‘cover for acceptances’ or liability 
of customers for acceptances. ^ (5) The bulk of the bank’s lia¬ 

bilities are, however, to its depositors. Deposits may be of two 
kinds, viz.f current or demand deposits (which usually earn no 
interest and are withdrawable by cheques on demand) and 
fixed or time deposits (which earn interest and can be with¬ 
drawn only after giving notice to the bank for a specified period 
of time, say a week or a month and are not chequable i.e., 
against which cheques cannot be drawn). 

The main items on the liabilities’ side of the balance sheet 
of a commercial bank, then, are : 

(1) Paid-up Capital. 

(2) Reserve Funds. 

(3) Undivided Profits. 

(4) Acceptances. 

(5) Current Deposit and Other Accounts. 

Assets : (That is, the uses to which the. money placed at 
its disposal by shareholders and depositors, has been put). 

^ ^‘When a bank d||pount8 a bill of exchange, it in fact acquires the bill 
M an asset, giving in exchange a deposit—i.e., incurring debt to a client. Its 
liatnliries and its assets are increased by the same amount. .Its balance-sheet 
atill balances; but its gross income is enhanced by the difference between the 
sum it pays for the bill and the sum which the hill says is payable at the 
named date {'maturity’). This difference is called the ’diseount.’-—(R. g. 
S8yen*-4dodan Banking, (1939) p. 14.) 
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The main items on the assets* side are the following : 

(1) The bulk of the bank*s liabilities, we have seen, are 
to its depositors who may withdraw their money whenever they 
choose to do so. Some amount of money, therefore, has to be 
kept as cash in hand as a prqyision against such withdrawals. 
The exact amount of the cash reserve that would be necessary 
for meeting the calls of the depositors, is obviously unpredict¬ 
able, but from his experience the banker knows what proportion 
he should keep in reserve for such withdrawals. Generally, 
however, the cash reserve which a bank keeps is a certain per¬ 
centage of its total liabilities to its depositors. The cash in 
hand, that is, the cash reserve kept for meeting the demand 
for withdrawals, provides the first line of defence. (This ratio 
of cash to deposits is called the cash-ratio). 

Besides such cash reserve a certain balance is kept by a 
commercial bank with the Central Bank, as a supplementary 
reserve, drawn generally by a bank when it is in debt to another. 
This balance with the Central Bank provides for sudden with¬ 
drawals by cheque just as the cash in hand or ‘till money* pro¬ 
vides for sudden withdrawals of cash. 

These two items, i.e., the cash in hand and the balance 
with the Central Bank constitute the cash reserves of a joint- 
stock bank. 

(2) The cheques in course of collection (the ‘float*) sim¬ 
ply refer to the cheques drawn on other banks and are in course 
of collection from them. 

(3) Money at call and Short Notice This item refers 
to the loans granted by the bank for very short period, that is, 
the loans given by the bank but are repayable at call, as in the 
case of advances made to the bill brokers repayaUe-on demand, 
(usually lent on a day to day basis), or, at short notice, as in 
tjhe case of loans made to the money market at 7 days* notice 

■,ior to the Stock Exchange, repayable at lli days* notice. 
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In times of sudden withdrawals, such loans are called in 
and hence they are said to provide the bank’s second line of 
•defence. 

(4) Bills Discounted—^This refers to the loans made 
through the purchase of Bills of Exchange which are normaUy 
for a period of three months. Bills are self-liquidating and are 
a very short term advance rarely drawn for a period exceeding 
three months and provide a very profitable liquid investment. 
A bank should so arrange its portfolio of bills that some of 
them mature every week or even every day. 

(5) Advances and loans—^This item refers to the loans 
made by the bank to the customers. Such advances usually 
are made against good securities and are renewable every six 
months. These advances constitute most profitable of the 
bank’s assets as the rate of interest charged on them is usually 
1 per cent higher than the Bank Kate with a minimum of 5 per 
cent. 

(6) Investments—These refer to the investments in long¬ 
dated government securities, industrial shares, etc., and of all 
assets these are considered as the least liquid. And while in 
normal times they are marketable and earn handsome income 
for the bank, when the trade is bad, there is the risk of depre¬ 
ciation. All these assets, excepting the cash, earn some income 
for the bank and hence, are called the earning assets. Besides 
these on the assets’ side are included Liabilities of Customers 
for acceptances and premises, which explain themselves. 

On the assets’' side of the Balance Sheet of a commercial 
bank, therefore, we have the following items : . 

(1) Cash in hand and balances with the Central Bank. 

(2) Cheques in course of collection (the ‘float’.) 

(8) Money at call and fehort notice. 

(4) Bills discounted. 

(5) Advances and loans. 

(6) ,, Investments. 
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(7) Liabilities of customers for acceptances. 

(8) Premises. 

The primary motive of a bank is to earn profits and the 
ability to earn maximum profit depends on its ability in mak¬ 
ing the most profitable use ol these earning assets (excluding^ 
of course, the cash reserves which do not earn any income for 
the bank). This presents the real problem for the banker: 
What amount of reserv|i should he keep and how should he 
arrange the assets so that not only they earn income but also 
are themselves kept liquid ? For, while insufficient reserve 
will mean reflection on its solvency and reputation, excess of 
reserve will mean holding idle money and hence, sustaining 
loss. Neither is, thus, desirable and hence the onus is on the 
banker to maintain such a proportion of its total liabilities as 
cash reserve as will neither be insufficient nor be excess. Much 
also will depend on the wisdom of the bankers investment 
policy. Illiquidity at times may be dangerous. Endeavours, 
therefore, should be made to see that the lure of profit does not 
blind him to this cardinal principle of banking~~to keep the 
assets liquid, that is, realisable whenever needed. To make 
them illiquid, in order to earn more profits, may often mean 
disaster. For, the failure to honour its obligations, that is, to 
meet its liabilities on demand, may shake the confidence of the 
public on which the whole edifice of the banking system stands 
and thus may lead to insolvency. Hence, now-a-days, greater 
emphasis is put on fixing by law the minimum cash reserve 
which a bank should be obliged to maintain. It is, however, 
difficult to know the percentage which may be appropriate, for, 
the conditions of places may differ widely and much also will 
depend upon the banker’s wisdom and experience. “The prac¬ 
tical problem of the banker” observes Keynes, “consists, there¬ 
fore, in so managing his affairs that his daily accruing assets in 
the shape of cash and claims shall be as nearly as possible e<luai 
to his daily accruing liabilities in these forms.” 

Branch-Banking vmns Unit-Bankhsg : Broadly q[>eak- 
ing, are rival systems of commercial banking, viz.. 
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the branch-banking system of the British variety and the unit¬ 
banking system of the American variety. 

Branch-Banking : Under the branch-banking system,, 
there are a very few big banks, each having a large number of 
branches scattered all over the (f>untry. This system has made 
much progress dn Great Britain and thus is known as the Bri¬ 
tish system. Branch-banking is also prevalent in Australia, 
Canada, France, etc. In Britain, it may be of interest to note, 
that a single bank may have as many as 2,000 branches or even, 
more. 

Briefly, the advantages of this system of banking are the 
following. In the flrst place, since under this system transfer 
of funds is possible from one branch to another, a comparatively 
lower cash reserve can be kept in each branch. This obviously 
secures not only economy of reserves but also even distribution 
of risks geographically. Secondly, this system facilitates trans¬ 
fer of remittances relatively cheaply. Thirdly, the risk of failure 
is also less in such a system. Nevertheless, there are certain 
defects of the system, too. For instance, the number of branches 
often being very large, the problem of management, supervision 
and control of these branches often becomes a very difl^cult one. 
Secondly, it may lead to excessive concentration of authority 
at the head oiflee which may be detrimental to the healthy 
growth of the branches. Transfer of staff from branch to 
branch which often takes place may also be said to be a defect 
of this system, since such transfers do not give them the chance 
to get acquainted with the local people and their conditions. 

Unit-Banking : Under this system, the operations of the 
bank are generally confined to a single office though some are 
allowed to have branches within a strictly limited area. This 
system is prevalent# in U. &. A. where the legal restriction of 
the area of operations is the outcome of the traditional fear of 
a ‘‘Money Trust.” 

Such a system, it is argued, does not suffer from certain 
defects of the branch-banking system, a.^., absentee bankina eon- 
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ducted solely with profit motive without any regard to local wel¬ 
fare. Secondly, there is scope, under this system, for dose perso¬ 
nal contact with the local conditions and people, while under the 
branch-banking system, the personal element is eliminated. 
Thirdly, excessive concentratiosi, i.e., centralisation of autho¬ 
rity at the head quarters, under the branch-banking system, 
often leads to monopolistic control, which is undesirable. No 
such centralisation is possjj^le under the unit-banking system. 

The main defects of the unit-banking system are said to be 
the following. In the first place, diversification of risk, as is 
done in the branch-banking system, is not possible. Secondly, the 
branch-banking system provides cheap and widespread banking 
facilities to the people which this system does not provide. Third¬ 
ly, the branch-banking system has another advantage over the 
unit-banking system, viz., it facilitates mobilisation of funds 
which is not possible under the unit-banking system. 

Creation of Money by Banks : The process of creation 
of credit by banks may be said to be an intriguing part of the 
whole operation of the banking mechanism. Do the banks 
create money ? We have already seen that deposits may be 
created in two ways viz., (1) Any body may bring cash and may 
deposit it with the bank and is credited with a deposit account 
in its book withdrawable by cheque. This is deposit of Tiwney. 
(2) Deposit of credit may be issued by a bank to its clients 
against proper securities, that is, the bank may open a deposit 
account in favour of such a client whose papers it agrees to dis« 
count or whom the banker agrees to make an advance of loan. 
In any case, either against the mere promise of the client, or 
against ^collaterals’ which may be offered, when the bank ad¬ 
vances a loan to the credit of the client—its debts increase by 
the amount of the loan and since debts of a bank constitu|o 
money—the supply of money also increases by the amount of 
the. credit. Banks thus can creaife deposits by lending more 
IMy as as can extinguish them by restricting credit. The 
^ deposits,—that is, the debts oil the 
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bank to the public, is essentially an exchange of claims. The 
members of the public, offer claims of some sort, securities,, 
etc., and, in exchange the bank offers a book debt called, a bank 
deposit. Such a claim against the bank, that is, the debt which 
did not exist previously, can b^ used in buying goods and s^~ 
vices or in settlements of debts, that is, can be used as genera! 
purchasing power, and hence it is money and such operations, 
therefore, add to the total supply •f money. 

There have been, however, critics of this theory of creation 
of credit by banks. The late Dr. Leaf,—^a renowned practical 
banker, and Prof. Cannan, for instance, were of opinion that^ 
the initiative in the creation of credit lies with the depositors 
and not with the bankers. “If any one,” says Dr. Leaf “in the 
deposit banking system can be called ‘a creator of credit* it is 
the depositor.”^ Similarly, observes Cannan, “every practical 
banker knows that he is not a creator of credit or money or 
anything else, but a person who facilitates the lending of re¬ 
sources by the people who have them to those who can use 
them.*’ 2 

The arguments of Dr. Leaf and Prof. Cannan, in brief, may 
be stated thus : The depositors lend their resoiu*ces to the 
bank and do not withdraw all their deposits at the same time. 
The bank only lends the unwithdrawn deposits to the borrower 
and hence, the banker is merely the middleman between the 
depositor (lender) and the borrower; he only re-lends to the 
borrower what the depositor has lent to the bank. The initia¬ 
tive in the creation of credit, therefore, lies not with the banker 
but with the depositors. 

Recent thinkers, however, hold the opposite view. Ac¬ 
cording to them, tl^ initiative in the creation of credit lies not 
with the depositors but with the banks. Banks, they say, are 
the creators of credit. Every loan, according to Withers, “makes( 

^ Bankiag (19S8). 

^ Economist's Protest, p> 989* 
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a deposit.” * When businessmen borrow from the banks by dis¬ 
counting bills, etc., and then lend this borrowed money to the 
banks by not withdrawing it for a time, they are said to have 
credit deposits in the banks. These borrowers may, however, 
withdraw portions of the funds to meet their liabilities to others. 
When these ‘others’ are customers of this bank, .the money will 
come back to the bank when they will deposit it with it. In 
case they are customers of«other banks the money will be depo¬ 
sited with those bankss As observes Withers, “the loans or 
one bank make the deposits of others and its deposits con¬ 
sist largely of other banks’ loans.” But so long as a loan is 
due, a deposit equal to the amount of the loan, will be out¬ 
standing in the books of some bank or banks. The initiative 
in the creation of credit, thus, lies with the bankers. 

The banks, however, do not have unlimited power of credit 
creation. The power of creation of credit by a bank is limited by 
the amount of cash it may have at its disposal. The minimum per¬ 
centage of cash to deposits which the bank considers safe to 
keep obviously puts a limit to its power of creation of credit. 
That is, if it lends more, its reserves will be depleted. Second¬ 
ly, the total reserves of the banks as a whole will determine the 
volume of credit which can be created. Thirdly, the capacit;^' 
■of the commercial banks to create credit is ultimately limited 
by the resources of the Central Bank of the country upon 
which the banks depend ultimately for their reserves. The Cen¬ 
tral Bank, by open market operations, that is, by buying or sel¬ 
ling securities may increase or decrease the reserves of these 
commercial banks. “Although” observes Keynes, “it is they (the 

*l]liittratioiit Suppose, that there is only one bank and it oonsiders it 
safe to keep a constant reserve mtio between cash and deposit of, say, 10 
per cent. Suppose next that a sum of Rs. 10,000 i^deposited with it. ■ The 
Wk now keeps a reserve of Rs. 1,000, against this depoat ajttd is in a positioh 
to inalre profit Iqr making advances to customers or by investing in IWHs, 
«tc.,.upto an amount of Rs. 9,000. Now, it is possible that if Rs. 94H)0 is 
lent out the whole of thia sum of Bs. 9,000 may be withdrawn, but, this is, 
.If^ somewhat unusual ahd thus is unlikely. who borrow ate 

h^LgtM>ds and liervioes they require and pay for by 
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bankers) who create credit, the amounts of it which they create 
are not arbitrary and are not unlimited. The amounts are 
governed by the requirements of trade on the one hand, but 
also by the state of their reserves on the other,”^ Finally, the 
amount of cash the public desire ^o hold is also a factor which 
limits the power'of creation of credit by banks. “For so long 
as the banks maintain their conventional reserve ratio they can 
increase their deposits only if the amount of cash in the country 
increases or the public’s demand for cash diminishes.” ® 

cheques drawn on the bank. These cheques will be paid into the bank t.e.. 
re-deposited with it and the money will be credited to the accounts of the 
recipients of these cheques. 

As yet, then, no cash lias been withdrawn from Uie bank and hence, the 
sum of Rm. 9,000 is still at the disposal of the bank. Nevertheless, the depo¬ 
sits of the liauk have increased by tlie value of the cheques, that is, Rs. 8,000. 
It is thus clear that deposits equal to the sum of Rs. 8,000, liave been created 
by the bank on its own initiative. The process, however, does not cease 
here but continues. For, against the new deposits tlie bank keeps a reserve 
of R.<;. 900 and the remaining Rs. 8,100, may be, as previously done, advanced 
as loans. This aRain will be redeposited when cheques will be drawn against the 
loans and, as before, the bank will set aside only ten per cent of the amount as 
reserve and lend out the balance. Assuming no cash is withdrawn by the 
public, and the transactions are made by cheques, the bank may, in this way, 
lend 10 times the original deposit of Rs. 10,000. But the assumption that 
no cash will be withdrawn is unreal and there is no reason to suppose this. 
Some cash obviously will ht withdraivn for making payments by the borrowers 
and hence, the bank ha’s to pay cash which it will do by drawing on 
its reserves. This obviously will put some check to the power of the bank’s 
creating deposits. But the same process will work when we remove the as¬ 
sumption we made that there is only one bank and assume that there are 
many banks. For, so long as the banks lend in step with one another and 
endeavour to keep thmr reserve ratios constant, it does not make any diffe¬ 
rence whether there is only one bank or there are many banks. Nor, again, 
is it necessary that the process should begin only when li sum of Rs. 10,(XN) 
is deposnted by the public. For, the banks may as well take, the initiative 
and increase their loans without waiting for the public to bring in cash and 
deporit it. Sooner or la<|r, these loi^ will again be deposited with the 
banks. In other words, instead of deposits giving rise to loans, as we have 
discussed, loans will create deporits when the banks make advances to the 
borrow^^ and the initiative now lies with the banks. 

^ Keynes—A Treatise on Money, Vol. II, (18.84), p. 219. 

^ Benham—Eeonotnics (4th Edn.), p. 868. 
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CENTRAL BANKING 

Growth of Central Backing : The growth of Central 
Banking may be said to be a development of only last few 
decades. Specially, since the first Great WorfS War of 1914-18,. 
it is being increasingly felt by all monetary authorities that 
there exists a close connection between the maintenance of 
financial stability and the existence of a central banking orga¬ 
nisation. The existence of a central Bank of Issue in every 
country was considered so indispensable that the International 
Pinancial Conference which met at Brussels in 19S0, passed a 
resolution urging the establishment of a Central Bank of Issue 
in those countries where no such bank existed. To-day, how¬ 
ever, such a Bank of Issue exists in every economically ad¬ 
vanced country of the world. The constitutions of these Banks, 
however, are not the same in all the countries, rather, they vary 
so much in important matters of ownership and direction, that 
it is well-nigh impossible to describe a single type as a standard. 
It may be, perhaps, of some interest to note that earlier, to be 
specific, in the early twenties, greater stress was given on the 
'independent* character of the Central Banks. Central Banks, 
it was considered imperative, should be free from the 
control of the state. Later, however, the ideas have 
veered round and in view of the important functions and res¬ 
ponsibilities of the Central Banks, subordination of the Central 
Banks to the state control has been an accepted practice. 
Some Central Banks, though originally privately owned a.p.. 
the Bank of England or the Bank of France, are now complete¬ 
ly state o\med and state controlled. Speaking of the tendency 
of several Central European countries ^ the early twenties, 
observes Sayers, "the 'independence* of central banks became 
a canon of orUiodoxy. All new central bank charters for about 
ten years after I9!2iS reflected this reaction ; but more recently 
thm has been spreading a realization ^t the State bns, and 
mnst be prepwped to assert, ultimate control of the actions of 
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its centra] bank.” * The need for close harmony between the 
policy of the Central Bank and that of the government can 
hardly be over-emphasised to-day. The relation between the' 
Central Bank and the government has been very appropriately 
described by Mr. Montague NoFman in the following way: 

‘T think it is of^,the utmost importance that the policy of the 
Bank and the policy of the Government should at all times be 
in hai*mony—in as complete harmetiy as possible. I look 
upon the Bank as having the unique right to offer advice and 
to press such advice even to the point of “nagging” ; but always, 
of comrse, subject to the supreme authority of the Govern¬ 
ment.” 2 

Functions of the Central Bank : “The business of a 
central bank, as distinguished from a commercial bank, is to 
control the commercial banks in such a way as to promote the 
general monetary policy of the State. Thert; are three funda¬ 
mental points implicit in this : first, a central bank does not, 
as a commercial bank docs, exist to make the maximum pro¬ 
fits for its owners; second, it must have some means of con¬ 
trolling the commercial banks ; and third, it is subordinate to 
the State.”® 

The Governor of the Bank of England, in giving evidence 
before the Boyal Commission on Indian Currency and Finance 
In 1826, has described the functions of a Centra] Bank in the 
following wa 3 ': 

“It should have the sole right of note issue; it should be 
the channel, and the sole channel, for the output and intake 
of legal tender currency. It should be the holder of a’l the 
Government balances; the holder of all the reserves of the 
other banks and branches of banks in the country. It should 
be the itgent, so to Speak, through which the financial opera- 

^ Ssyers---Modem Banking (ISSO), p. 7S. 

S Minutes of Evkienoe—Royal Ck>innii88ioD <ni Indian Cumney . 
Ftnanoe. 1926, 

’ S"Say«l»--Opi CM, p. 70. 
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tions at home and abroad of the Government would be per¬ 
formed. It would further be the duty of a central bank to 
effect, so far as it could, suitable contraction and suitable ex¬ 
pansion, in addition to aiming generally at stability, and to 
maintain that stability within*^ as well as without. When neces¬ 
sary it would be the ultimate source from which emergency 
credit might be obtained in the form of rediscounting of ap¬ 
proved bills, or advances? on approved short securities, or Gov¬ 
ernment paper.” ^ 

The above description of the functions of a Central Bank 
obviously indicates the resiKjnsibility which rests on the Cen¬ 
tral Bank of any country in these days. Regulation of the 
volume of credit and currency, stabilisation of prices, of ex¬ 
changes ..and controlling the short-i>eriod and cyclical fluctua¬ 
tions and long-period movements of the price-level are the 
functions which a Central Bank has to perform. In the follow¬ 
ing paragraphs these functions of a Central Bank have been 
briefly discussed. 

1. The Central Bank as the Bank of Issue : Now-a-days 
there is no disagreement about the principle that the monopoly 
of note issue should be enjoyed by the Central Bank in order 
to enable it to exercise desirable control over the volume of 
currency and credit. Originally, the issue of notes as of other 
currency was claimed to be a prerogative of the State but with 
the growth of the commercial banks, while the State decided 
to retain its prerogative as regards the metallic currency, the 
business of note issue was handed over to banks. *Tn some 
countries the note issue was entrusted to banks owing 
to the heavy depreciation of, and the consequent loss of pub¬ 
lic confidence in, notes issued by the State, while in others it 
was done in return for loans to the Static or because the issue 
of notes was considered more appropriate in the hands of banks 
tWi those of the State.” ^ But as with the rapid expansion 

, and Elkin—CmtiaJ Banka (I9SQ), p. lOS. 

' ]ML B. Da..1giKk—Gentr^^ Banking (10^) p. SH. 
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of trade and commerce, the number of banks increased in every 
country and the note currency came into greater use, the need 
was felt increasingly for uniformity in the note circulation and 
for better regulation of the note issue. Hence, specific laws 
were passed in every country grantfiig one bank either “a com¬ 
plete monopoly oi the note issue or a residuary monopoly.” ^ 
The reasons which led to the concentration of note issue of 
almost every country in a Central Bank, in brief, are the fol¬ 
lowing : 

As the notes became more and more the principal form of 
^‘hand to hand currency,” the need was felt in every country 
for bringing uniformity in its note circulation and obtaining 
effective State supervision over a credit instniment, which 
had, “for the sake of convenience, to be declared by law to be 
legal-tender money.” These objectives could be achieved by 
conferring the sole right of note issue on the Central Banks. 
■“Although,” observes De Kock, “this uniformity and State 
supervision could also have been achieved by means of a direct 
State issue, the many examples of depreciation of Government 
notes in the past and the consequent public distrust of Govern¬ 
ment issues caused the State to concentrate the note 
issue in one bank, even if it was in some erases a State bank. 
In other words, the Governments considered it advisable in the 
circumstances to exercise their supervision over the note cir¬ 
culation indirectly through a central bank governed by special 
legislation, rather than directly through a Government Depart¬ 
ment.” 2 

Secondly, with the increasing use of deposit money created 
by the commercial banks and the growing need for some form 
of credit control by a Central Bank, “it came to be more gene- 

__ ‘ • 

^*‘A Ksiduaiy monopoly denotes a case where there are a number of 
note issuers, but all of these except one are working under narrow Umitations, 
and this one authority is responsibfe for the bulk of the drculation.” Vera 
Smith-riRalionale of Central Banking, p. 148. 

1 * De Kock-—Op, Cit, p» 29, 
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rally realised that a monopoly of the note issue in itself tends 
to give a central bank some measure of control over undue 
credit expansion by commercial banks, since the expansion of 
credit obviously leads to an increased demand for note cur¬ 
rency.”^ In the absenc? of any special circumstaces, e.g,, 
net favourable balance of payments over^a period of years, 
which provide the commercial banks with sufficient credit 
balances at the Cential Bank, sooner or later, they have to 
borrow from the Central Bank in order to obtain the additional 
supply of notes, necessary for the larger payments of wages 
and salaries arising out of their credit expansion and the con¬ 
sequent increased economic activity, since they cannot issue 
notes themselves. The concentration of the sole right of note 
issue in the Central Bank thus gives it a better opportunity to 
exercise such influence over credit expansion by the commercial 
banks as it considers to be appropriate under given conditions. 

Thirdly, the concentration of the right to note issue in the 
Central Bank which enjoys the support of the State gives the 
notes it issues a ‘distinctive prestige" which proves to be of great 
help in times of crises or emergencies. 

Fourthly, since the issue of notes could, in certain circums¬ 
tances, be a source of profit and since for several reasons the 
governments did not prefer to undertake the issue of notes 
themselves, “it appeared to be more advantageous to concen¬ 
trate the note issue in one bank and provide for participation 
in its profits than to leave the right of issue in the hands of 
several banks, even if they were subject to tax on the amount 
of their notes in circulation.” ^ 

These are, in brief, the main reasons for the concentration 
of the note issue of almost every country in a Central Bank. 
As regards the methods of regulation*’of note issue We Iiave 
already discussed the principal methods easier. 

^ Ihid-“p! '. SO . 

? C3t., p. 80. 
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2. The Central Bank as the Ckivcarnment’s Banker ; 
The Central Bank every where acts as the banker, agent and 
adviser of the Government. As the banker of the government, 
it has to perform various functions viz : it conducts the bank¬ 
ing accounts of the government, a^d carries out the govern¬ 
ment’s transactions involving purchases or sales of foreign cur¬ 
rencies, etc. It also pwnddes the government with foreign ex¬ 
change whenever necessary e.g., to me^ its external debts or 
purchase of goods, etc. Besides these banking services, the 
Central Bank also performs various agency services for the 
State, for example, in those countries which have introduced 
exchange stabilisation or exchange equalisation funds, or pay¬ 
ments or clearing agreements with other countries, the Central 
Banks are entrusted with the administration of these funds 
and agreements, and they keep separate banking accounts for 
these purposes and carry out all the transactions in gold and 
foreign exchange which may be necc.ssary. Similarly, the 
Central Bank also acts as the government’s agent where 
general exchange control, whether as a war or other emer¬ 
gency measure, is in force. “The Central Bank operates 
as the Government’s banker, not only because it is more con¬ 
venient and economical to the government, but also because of 
the intimate connection between public finance and monetary 
affairs. The State is in every country the largest receiver 
of revenue and has in most countries also become the biggest 
borrower; and its expenditures have come to play an increas¬ 
ingly important part in the economic life of the nation. The 
central bank, on the other hand, is charged with the duty and 
responsibility of controlling or adjusting credit in the national 
economic interest and carrying out the monetary policy adopted 
by the Government. As the manifold financial activities of 
the State can in certaiif circumstances exercise a disturbing in¬ 
fluence on money-market conditions and exchange rates and 
counteract the (iedit policy of the central bank, the centrali¬ 
sation of Government banking operations in the central bank 
At gives the latter a better opportunity of Judging , the 
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general financial situation at any time, giving the appropriate 
advice to the Government and taking the necessary remedial 
measures.” ^ 

3. The Central Bankcas the Bankers^ Bank : The Cen¬ 
tral Bank is the custodian of the cash reserves of the Commer- 
cial banks of a country and acts as the bankers’ bank. The 
commercial banks of ^e country are required to keep certain 
balances with the Central Bank. Such centralisation of the 
cash reserves in the Central Bank has great advantages. For 
instance, centralised cash reserves are a source of great strength 
to the banking system of the country and, can certainly serve 
as the basis of a larger and more elastic credit structure than 
would be possible if the same amount were scattered among 
the individual banks. “It is obvious that, when bank reserves 
are pooled in one institution which is, moreover, charged with 
the responsibility of safeguarding the national economic interest, 
such reserves can be employed to the fullest extent possible and 
in the most effective manner during periods of seasonal strain 
and in financial crises or general emergencies.” * Secondly, 
such centralisation of cash reserves ensures economy and liqui¬ 
dity of the banking system and of the credit structme of the 
country as a whole, although in an indirect way. Such eco¬ 
nomy, elasticity and liquidity are promoted because not only 
it is the function of the Central Bank to rediscount but it is also 
the lender of the last resort. In the absence of a Central Bank 
and centralised reserves, the commercial banks would have to 
carry more cash in order to cope with seasonal strains and pos¬ 
sible emergencies than would be necessary if there were a Cen¬ 
tral Bank from which they could, directly or indirectly and 
individually or collectively, obtain the necessary accommoda¬ 
tion at such times. “In short, with a cssntral bank to fall bade 
upon in case of need the commercial banks can with safety 
^duct eiUier a larger volume of business with the same C|uh 

mi.. fg ) » 

, iBe Kock—-Op. Cit, pp. 48-9. 
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reserve or the same amount of business with a smaller reserve 
than if they have to depend only on their own individual re¬ 
sources and on such money market facilities as are available. 
The important point about centralised cash reserves is, how¬ 
ever, that they serve to increasoi the capacity of the central 
bank to rediscoi^it or otherwise create credit for the purpose of 
meeting the cash requirements of the commercial banks or of 
the money market generally.” ^ ^ 

It has, however, been often remarked that, since the com¬ 
mercial banks are obliged to maintain minimum balances with 
the Central Bank, the latter, that is, the Central Bank is morally 
obliged not to compete directly with them, for, that would 
mean using their funds against them and it is possible for the 
Central Bank to under-quote them since it does not have to pay 
any interest on their deposits. It is true that while the Central 
Bank cari’ies on the banking business on its own account the 
argument cannot be said to be without some amount of truth 
in it. Nevertheless, it should be noted that the Central Bank’s 
lending power is not dependent entirely or directly upon its 
bankers* deposits. Instead, it derives its lending cajaicity 
mainly from its special power to create legal tender money. 
“It is true that at least part of the central bank’s holiding of 
gold and foreign exchange may be regarded as having come 
into its possession and remaining under its control because of 
the balances which the commercial banks keep with it, and that 
normally the lending power of a central bank is limited by a 
statutory requirement of minimum gold or gold and foreign ex¬ 
change reserves. Within this limit, however, the central bank 
also derives its lending capacity from its special 'power to create 
legal-tender money. In any case, the central bank’s gold and 
exchange reserves were acquired from its issue of notes as well 
as from its bankers’* deposits.”® Besides, the capacity of the 
Central Bank to compete with the commercial banks is not so 
great as it appears to be. For, it is required to maintain a 

* De Koefc—Cit., p. 70. 

3 Ibid^p. 60. 
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higher reserve ratio to its liabilities than the commercial banks 
have to do and this limits its power to compete with the com¬ 
mercial banks. Finally, increased creation of credit (as a con¬ 
sequence of such competition) by it is sure to increase its lia¬ 
bilities and would tend to be inflected in an increase in bankers* 
deposits with the Central Bank, in the deposits of its private 
customers and also in its note circulation. But whichever form 
it takes, it would obviously represent an increase in the poten¬ 
tial claims against the Central Bank. 

4. The Central Bank and the maintenance of the Mone¬ 
tary Standard s As the bank of issue and the custodian of the 
cash reserves of the commercial banks, the Central Bank auto¬ 
matically assumed the function of holding the nation’s metal¬ 
lic reserves. I'hc Central Bank acquired its holding of metallic 
reserves and, also in many cases of foreign exchange, “as a 
counterpart of its issue of notes and its custody of the com¬ 
mercial banks’ surplus cash, the latter two functions being re¬ 
flected in the liabilities of the central bank, and the former in 
its assets.” ^ And it is but natural that as a custodian of 
nation’s metallic reserves it automatically had to accept the 
responsibility of safeguarding the value of the national currency 
and maintaining the monetary standard of the State. In order 
to maintain the external value of its currency the Cen¬ 
tral Bank is obliged to maintain suflicient gold, when 
the country is on the gold standard, or adequate re¬ 
serves of foreign exchange, if the country is on inconvertible 
paper. Such holding of gold and foreign exchange is neces¬ 
sary so that it may have at its disposal adequate reserve of 
international currency to meet at any time an adverse balance 
of payments and for maintaining the external value of its cur¬ 
rency. To the extent, however, it is legally obliged to maintain a 
minimum reserve against the notes it issues or against both its 
notes and the deposit liabilities, its holding of the gold or fbreigii 
I exchange is immobilised, that is, not available for the purpose ol 

.I I ■ I i 



CENTRAL BANKING 


303 


balancing international accounts. “The existence of a reserve 
requirement,*’ as observes De Kock, thus, “renders it necessary 
for a central bank to hold two different kinds of reserves, the 
one an internal or impounded reserve (i.e. against the domestic 
monetary circulation) and the otfier an extenial or free reserve 
freely available for active use as international currency) ** ^ 
And the principal purposes which the minimum requirement 
was designed to serve were, firstly, to maintain confidence in 
the currency at home as well as abroad and, secondly, to set a 
limit to the expansion of credit. 

5. The Central Bank—^the Bank of Rediscount and the 
Lender of the Last Resort : The function of re-discounting ® 
is significant in that it provides the commercial banks and 
other credit institutions, whenever they desire to increase their 
cash resources, w’ith additional or alternative means for the 
conversion of certain of their earning assets into cash. In 
otherwords, they are assured that provided they offer suitable 
paper to the Central Bank for rediscount or collateral loans, 
they can maintain their liquidity and hence also their ability 
to meet withdrawals. The real significance, therefore, of re¬ 
discount lies in the fact that it “increases the elasticity and 
liquidity of the entire credit structure.” Besides, the provi¬ 
sion of rediscount facilities by the Central Bank also secures 
economy in the use of bank cash and enables the banks indivi¬ 
dually, as well as collectively, to conduct their business with 
smaller cash reserves, that is. smaller than would be necessary, 
if they were to depend only on their own resources and the 
facilities of the money market. There, again, is the 
question of emergencies. Individual banks, in the absence of a 
Central Bank, would be obliged to keep a substantial cash re¬ 
serve for meeting emergencies, whereas, a much smaller cash 
reserve will be sufficient, if there is a Central Bank to fall back 
upon, in the case of sudden requirement or emergency. 

i Ibid—p. 95. 

tedl8cottating is meant, “the conversion of bank credit into oentdiil 
hank eredft.”—WUlia—The Theory and Practice of Centiad Bankitig. 

» I ' I ' I 
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As a lender of the last resort, on the other hand, it is the 
responsibility of the Central Bank to meet, directly or indirectly, 
all reasonable demands for accommodation from the commer¬ 
cial banks, or other credit institutions, subject, however, to the 
terms and conditions which ctnstitute the discount-rate policy 
of the Central Bank. Nevertheless, it should b^ noted that the 
increased elasticity and liquidity which rediscounting by the 
Central Bank affords to Jhe credit structure should in no way 
be abused. The banks, for instance, should not so economise 
in their cash reserves as to require accommodation from the 
Central Bank during the large part of the year, that is, even in 
times of normal business activity. They should not, that is to 
say, use the rediscounts as permanent capital and keep so insuffi¬ 
cient cash reserves as to be unable to meet abnormal demands. 
**Moreov^, the central bank itself should aim at maintaining a 
position of great strength and liquidity in normal limes in order 
not only to cope with unusual seasonal demands for credit, but 
also to deal effectively with emergencies and periods of general 
financial strain. Thus, while the central bank should have 
wide rediscounting and lending powers, it should in normal 
times be restrictive rather than liberal in its qualitative re¬ 
quirements as to bills eligible for rediscounts and loans, so that 
a safe margin would be available for abnormal times.” ^ 

Besides, the Central Bank in every country endeavours in 
various ways to imj)rove the processes of clearance, settlement 
and transfer. 

6. The Central Bank as the Controller of Credit : Cre¬ 
dit has come to play so predominant a part in the settlement 
of monetary and business transactions in the advanced countries 
of the world to-day, that they may as well be said to be based 
on a credit economy rather than a mcyiey economy. .Any 
.abuse of credit, therefore, is sure to lead to many evil conse¬ 
quences, both from the social and economic point of. view. It 
has' been therefore acknowledged on all hands that the .crea- 

' I I 
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tion and the distribution of credit should be subjected to some 
control. There, however, seems to exist some disagreement as 
to the specific purpose for which credit should be controlled. 
Under gold standard, for instance, the maintenance of stable 
exchange rates was the ainf of credit control. Exchange 
stability, it vsas held, was of utmost importance for the main¬ 
tenance of international confidence and also for the conduct 
of the international trade on the lasgest possible scale which, in 
its turn, it was believed, would maximise the economic welfare 
of the world. Hence, the levels of commodity prices, produc¬ 
tion and trade within the country were regarded as subservient 
to the need of maintenance of the stable exchange rates. 

When, however, the gold standard w'as abandoned, greater 
importance was attached to the stability of the prices and it was 
agreed that the main object of credit control, should be, to se¬ 
cure stabilisation of the domestic prices which, it was thought, 
would be most conducive to the national economic welfare. 
The reasons were obvious. Firstly, the fluctuations in the 
price-levels cause considerable disturbances in the economic re¬ 
lationships e.g., ill the relationship between the creditors and the 
debtors, or, between the employers and the employees, etc. Se¬ 
condly, insistence on the maintenance of the stable exchange 
rates may at times mean placing the country at the mercy of the 
monetary authorities of other countries. For, inflation and 
deflation elsewhere (specially if they are predominant countries) 
will have repercussions in the country maintaining fixed rates of 
exchange with them. 

In recent times, however, the emphasis has been shifted to 
the primary need of elimination or smoothing out of the busi¬ 
ness cycles. The aim of credit control should be, it is held f>y 
many economists to-day, to prevent booms and slumps and to 
ensure a steady rate of growth in the general economic actlyity 
of the country. It is believed that the relative economic stabi¬ 
lisation, even at the risk of fluctuatinna in the nriecslevel tip in 
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exchange rates and gold parities, is more conducive to the 
national economic welfare. 

The present-day tendency may be said to be to combine 
the objective of international exchange stability with that of 
promoting and maintaining high "levels of employment and real 
income in the country. • 

Methods of Credit Control : The principal methods by 
which the Central Bank may control or adjust the credit are 
the following : 

(i) By lowering or raising the discount rate and the in¬ 
terest rate with a view to encouraging the expansion or con¬ 
traction of credit; 

(ii) By buying or selling securities, bills of exchange in 
the open market with a view to putting more money into the 
market or withdrawing money from the market and thus to 
expand or contract credit; 

(iii) By changing the commercial banks’ cash reserves 
with it; 

(iv) By rationing of credit; 

(v) By changing the margin requirements on security 
Joans; 

(vi) By regulating the consumer credit; 

(vii) By the use of moral suasion and publicity. 

(i) The Bank Rate Policy : The minimum rate at 
which the Central Bank discounts the first class bills of exchange 
or advances loans against appraved securities is known as the 
Bank-rate, or in some countries, as the Discount rate. ^ 

^The rate at which the money market, e.y., the discount houses, joint- 
stock banks, etc., discounts approved lulls of exchange is called the 'Market 
Bate,* jbi Great Britain, the Bank-rate refers to that rate at which the 
Baafe of England discounts three mouths* bills of a Bj)^fieid typei 
and it is gentically higher Uian the Market rate of discount, since the idea 
h that jthe Bank of England is only prepared to give accommodation in 
‘^ilisit resort/that is, wbra all other resources have been topped. The mone^ 
ooiitditiDna determine the ndationslup between the Bank-rate and w 
'Snu^t ratofcl ^^sootant^. 



CENTRAL BANKING 


89T 


How changes in the Bank-rate affect a country’s balance 
of payments position and the domestic economy ? ^ 

It is the concern of the Central Bank of a country suffering 
from an adverse balance of t^ade to prevent the outflow of 
gold which is likely if the country continues to import more 
than it exports (assuming, of course, that there exists gold 
standard). It is necessary to stop this export of gold due to 
adverse balance of trade, for, unlest prevented, this will deplete 
the gold reserve of the Central Bank. By raising the Bank-rate,, 
the Central Bank prevents this gold outflow and may even suc¬ 
ceed in atti-acting gold from other countries. How ? Because, 
in the first place, higher Bank-rate will mean increased demand 
for the country’s currency by the foreigners who can obtain 
higher rate of interest in that country than elsewhere and who, 
therefore, not only do not withdraw their money from the 
country but will increase their short-term investments in that 
country in order to earn higher rate of interest. The demand 
for the currency of the country raising the Bank-rate thus 
increases and hence its value in terms of foreign currencies rises. 
The rates of exchange become favourable for it and this will 
obviously tend to stop the outflow of gold and even may result 
in an inflow of gold. 

Secondly, higher Bank-rate will also mean less borrowing 
and less investment within the country leading to a fall in the 
prices and a fall in employment and the money incomes of the 
people. The fall in the money incomes will mean, in the first 
place, a decline in the amount which the people spend on im¬ 
ported goods and hence, will lead to a fall in the volume of 
imports. And secondly, some of the domestic goods whose 
prices have fallen and the demand for which has dedined, will 
now be available fbr export. The total result of all these, thus, 
will be a turn in the balance of trade, that is, the balance of 
trade will now tend to be favourable. 

1 controversy dueiMsed in p. SS9. 
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A higher Bank-rate will affect the domestic economy of 
a country in the following way. The immediate effect of a 
higher Bank-rate will be to retard investment since it will mean 
higher cost of borrowing. Production of investment goods 
will decline leading to a declined in employment in investment 
goods industries. Incomes will fall and consumption will de¬ 
cline. Diminished consumption will lead, in its turn, to a fall in 
the price of the consumption goods. The stockists and dealers, 
who usually do their business by boiTowing, will be apprehen¬ 
sive of further fall in prices, and hence, will curtail their orders 
firstly, because the higher rate of interest will mean for them 
higher cost of borrowing and, secondly, because of the chance 
of loss due to further fall in the prices. Profits, at first in the 
investment goods industries and subsequently in the consump¬ 
tion goods industries will disappear. The productive activities 
will be retarded and ultimately all-round business depression 
will set in. Falling prices and growing unemployment will 
lead to a decline in the rates of earnings and so, to a fall in the 
cost of productibn and the process will continue until the pro¬ 
ducers think it profitable again to produce at a lower cost and 
sell at lower prices. 

Of course, the interval of time between the raising of the 
Bank-rate and the decline in the costs may be considerable. 
But the process will bring the desired result viz., prevent the 
outflow of gold and will turn the unfavourable balance of trade 
into a favourable one by successive stages, beginning from at¬ 
tracting the short-term funds into the country till the decline 
in the costs and money incomes of the people may pave the 
way for inflow of gold into the country. 

Conversely, a lowering of the Bank-rate by the Central Bank 
will create easy money conditions and produce results which are 
the reverse of those discussed above.' 

recent times, however, the importance oi me iian&-rate 
policy has considerably declined both as, a method of credit 
^^trol and as an instrument for correcting international dis- 
'^uilittom. Tim roasonsy in brief, are the following. In the 
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first place, radical changes have taken place in the technical 
money market conditions and also in the economic structure. 
For instance, in recent times the importance of bill of exchange 
has considerably declined as an instrument for financing trade 
and short-term requirement of industry and agriculture and 
hence, the importance of the Bank-rate has also to that extent 
declined. Secondly, increased use of other methods of credit con¬ 
trol, e.g. open market operations, altej;ation of the reserve ratio 
of the commercial banks, etc., which are more advantageous 
because of their greater directness and adaptability in certain 
circumstances. The Bank-rate method, as we have seen, is in¬ 
direct and takes considerable time to have the desired effect. 
Thirdly, maintenance of cheap money as a matter of public 
policy now-a-days, is also a cause of the decline of the import¬ 
ance of the Bank-rate. 

With the abandonment of the gold standard in the early 
thirties by the countries of the world and adoption of such 
methods of credit control as the Exchange Equalisation Ac¬ 
count, Exchange Contml, Clearing Agreements, etc., the Bank- 
rate has ceased to have any importance as a regulator of the 
gold movements. Finally, it is now being increasingly felt that al¬ 
though the Bank-rate policy succeeds ultimately in re¬ 
moving the causes of mal-adjustments in a country’s ba¬ 
lance of payments, it does so by causing considerable 
human sufferings which are inevitable because of the 
depression and the large scale unemployment it neces¬ 
sarily entails. Now-a-days, more importance is attached 
to internal stability than to external stability which is sought tp 
be maintained by other direct methods as Exchange Control, 
Exchange Depreciation, etc., instead of plunging the country 
into a deflationary spiral with all its attendant evils and 
miseries. 

Hawtrey- Keynes Controversy : The two eminent mone¬ 
tary economists, Hawtrey and Keynes, hold different views re¬ 
garding the way in which the changes in the Bank-rate inffur. 
ence prices and production. In brief, the views of Mr. HawV 
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rey and Lord Keynes, both of whom agree that the changes in 
the Bank-rate influence the volume of economic activity but 
who differ as to the exact manner in which such changes influ¬ 
ence the prices and production, that is, the economic activities, 
may be stated as follows : 

Mr. Hawtrey holds that the influence of 'the short-term 
rate on the dealers* activities is the mainspring of change. It 
is the short-term rate of ihterest which, according to him, direct¬ 
ly determines the dealers’ activities, that is, influences their 
willingness or otherwise to hold stocks of working and liquid 
capital goods, that is, the semi-flnished goods. In other words, the 
activities of the dealers who usually work with borrowed capital 
are determined directly by the short-term rate of interest. A 
higher Bank-rate would mean increased cost of holding such 
stocks of finished or semi-finished goods. Dealers, therefore, 
will reduce their stocks and also will curtail their orders with 
the producers whose total sales, therefore, decline. The pro¬ 
ducers, now that they see that the sales are declining, may, with 
a view to induce the dealers to buy more, lower the price or 
may choose to produce less, that is, curtail their output. ^ De¬ 
cline in the volume of output means a decline in the volume 
of employment offered to the factors of production, that is, in 
other words, a decline in the output will result in unemployment 
of some of the factors of production. This leads to a contrac¬ 
tion of the money incomes (either because the rates of the earn¬ 
ings have fallen or because of the number of men earning money 
incomes has fallen) which, in its turn, leads to a fall in the retail 
sales of goods. The dealers are thus forced to curtail their 
orders still further and the producers, because of the heavy 
dedine in the sales, no more dare increase their stock of flxf^ 
cafHtal goods. The demand for investment goods falls leading, 
t^s to a depression in the market for these goods. Prices, faff > 
and the output is curbed. The vedtime of employment decUnea 

'I'l , ‘ ‘ 

,, f L -p— T ———- ^ , 

3 *21(0 laodmieis’ deciakiti. of ccnine, will depend upon the dbajpe of tMc 
''Ooet onnree. 
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and the total money incomes contract, giving rise, 
thus, to the vicious circle of deflation. Conversely, 
a fall in the short-term rate of interest will reduce the cost of 
holding stocks and will, therefore, encourage the dealers to hold 
more stocks and place more orders*with the producers and thus 
would stimulate productive activities leading to a rise in prices 
and an increase in the volume of employment, and ultimately to 
the vicious circle of inflation. ^ 

Keynes, however, holds a different view. According to 
him, the main effect of Bank-rate changes on the internal eco¬ 
nomic situation comes not through the changes in the short-term 
rates of interest and in the stocks of working capital goods 
but through the changes in the long-term rates of interest and 
the volume of fixed capital goods. Keynes focusses attention 
on the long-term rate of interest, because, according to him, the 
demand for the working capital is not so sensitive to changes 
in the short-term rate of interest. The demand for working 
capital depends on the general situation which is determined 
by the entrepreneurs' demand for fixed capital goods. The 
changes in the long-term rate of interest, however, are always 
associated with the changes in the shortrterm rate of interest. 
That is, the long-term rate of interest will change when the 
Bank-rate changes and will change in the same direction. This 
is so, because a rise in the short-time rate of interest 
relatively to the yield in the long-term securities will make the 
short-term securities relatively more attractive and hence, more 
will be invested in these securities. That is, the owners of the 
long-tenii securities will sell these securities and buy short-term 
securities. This will lead to a fall in the prices of the long-term 
securities, that is, to a rise in their yield. Conversely, a fall in 
the^ short-term rate will be followed bv a fall in the lona-term 
rate. 

i 

Now, just as a change in the short-term rate of interest 
a^ct^ thee willingness of the dealers to hold the stocks of fimsh- 
ed and .s^nu-finished goods, similarly, a change in the long-t^m 
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rate of interest affects the willingness of the producers to hold 
the stocks of capital goods. The volume of investment in fixed 
capital goods depends on the prospective profits from such 
investments and the long-term rate of interest. New invest¬ 
ment or replacements o€» existing capital will become 
less profitable when the long-term rate of interest rises. 
Changes in the long-term rate of interest, thus, will 
affect the investment^ market and the higher the rate 
of interest the less attractive becomes the capital investment. 
Consequently, investment in fixed capital goods will shrink 
leading to a decline in the employment in the capital-goods 
trades and in the total money incomes and a fall in prices. Con¬ 
sumers adapt themselves to this shrinkage of money incomes, 
partly by saving less and also partly by spending less on cur¬ 
rent consumption. Consequently, employment in consumption 
goods trades declines. Prices of these goods register a fall and 
the production declines and thus sets in an all-round depres¬ 
sion. The opposite results will be produced when the long¬ 
term rate of interest falls. That is, increased employment in 
capital goods industries, higher money incomes, increased sav¬ 
ings and more expenditures on consumers* goods, rising prices 
and all these eventually leading to a vicious inflationary ex¬ 
pansionist movement. The efficacy of the long-term rate of 
interest in any case, however, depends on the elasticity of de¬ 
mand for capital and much also depends on the general frame of 
mind of the people about the future. 

Conclusion : The difference between Mr. Hawtrey and 
Lojx! Keynes as to the exact manner in which the Bank-rate 
works and affects prices and production is thus dear. While 
.Mr, Hawtrey lays more stress on the short-term rate of interest 
and the behaviour of the dealers in holding the stocks of finished 
and semi-finished goods in response to the changes in it, 
Keynes, on the other hand, lays stress on the part played by 
the. long-term rate o^ interest in mfiuenemg the entrepreneurial 
activities in relation to fixed capital or investment gobds. > tt 
miay be stated about the view of Mr. Hawtrey that his theb^ 
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seems to give more stress than what should be given on the 
part played' by the interest payment. For, the payment of 
interest is only one among many factors in the total cost of 
holding goods. Hence, a rise or a fall in the Bank-rate is hard¬ 
ly likely to affect the dealers’ decision in so important a way 
as he seems to assume. Besides, the behaviour or the response 
of the entrepreneurs in different economic situations is also an 
important factor which hardly can be« ignored. Productive 
activities and, therefore, prices depend more on their attitude 
than on the rate of interest, which, as we have seen, constitutes 
only one among various factors which govern the volume of 
new investment either by the dealers or by the entrepreneurs in 
the working or in the fixed capital goods. Finally, as has been 
observed appropriately by Sayers, “these two explanations of 
the effect of banking policy upon prices and production are not 
mutually exclusive; a fall in short-term rates may well both 
stimulate additions to stocks and lead to a fall in long-term 
rates which will stimulate investment in fixed capital. The 
difference is one of emphasis only.” 

(ii) Open Market Operations : The term open market 
operations, ^ in the wider sense may be said to cover the pur¬ 
chase or sale by the Central Bank in the market of any kind 
of paper in which it deals, that is, it includes purchases or sales 
of securities, government and other, or bankers’ acceptances 
or foreign exchange generally. The object of open market ope¬ 
rations is to achieve the desired expansion or contraction of 
money and credit; the Central Bank buying securities when it 
favours expansion and selling securities when it deems contrac¬ 
tion is necessary. The theory of open market operations may 
be stated thus. When the Central Bank buys or sells secu¬ 
rities, the direct and immediate,effect of such purchases or sales 

*~i-i-1-1 — - -- 

^ In Great Britain, and America, where the markets for Government bonds 
and Treasury bills are suffidentjy broad and active for all the purposes «ff 
open market policy and the Cent^ Bank takes the initiative in the purchases 
imd sales of Government securities, the term is applied only to the pulrdtare or 
si^ of' the ' Govemmont securifies, both long-term and d!iorbi|erm> . 
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will be an increase or a decrease in the quantity of bank money 
in circulation and in the cash reserves of the commercial banks. 
For, when it buys securities, it pays the sellers which money is 
deposited by the receipients in their banks leading thus to an 
increase in their cash reserfes and enabling them to lend more. 
Similarly, when it sells securities, the buyers pay by drawing 
cheques on their banks, which, when cashed, deplete the re¬ 
serves of the banks \^ho are thus compelled to curtail their 
lending. In short, thus, as a result of buying or selling of secu¬ 
rities by the Central Bank the commercial banks whose cash 
reserves swell or deplete, endeavour to increase or decrease.the 
quantity of bank money. And the changes in the quantity 
of money bring about relative changes in the money rates and 
the credit conditions which ultimately bring about the de¬ 
sired adjustments in the internal levels of prices, costs, produc¬ 
tion and trade. 

The immediate impact of the open market operations, thus, 
is on the deposits of the commercial banks with the Central 
Bank as well as on the customers’ deposits with the commer¬ 
cial banks. When, for instance, the Central Bank sells secu¬ 
rities they are bought either by the commercial banks them¬ 
selves or by the public who are customers of the commercial 
banks. Since the payments are effected through debits to the 
bankers’ accounts with the Central Bank, the deposits of the 
commercial banks with the Central Bank will be reduced by 
the amount equal to their purchases of these securities, ix,, to 
the extent they buy these securities. Similarly, the customers’ 
deposits with the commercial banks will be reduced to the ex¬ 
tent they buy these securities and the cheques drawn on tiiese 
banks are cashed. Conversely, when the Central Bank buys secu* 
riUes it will result in an increase in the commercial ban^’ eash 
reservea with the Centml Bank and iil& in an increase in the 
customers’ deposits with the commercial banks to the extent 
they 8^ these securities. 

Bjr 01^ nuirket opmtions, It Is, ther^re^ 

sibotit stajbliisatibii ol prices at bushiesa ahti* 

" 1 ' ■ ■ ■ .' .1 ‘ , ■ ■' .' . 
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vity or at least to prevent substantial deviation of prices or 
business activity from the desired level. But certain things 
are necessary for the successful operation of the open market 
operations. For instance, the quantity of money in circulation 
as well as the cash reserves of thft commercial banks should 
increase or decrease at least approximately to the extent desired 
by such operations by the Central Bank. Secondly, the com¬ 
mercial banks should endeavour to increase or decrease their 
loans and investments according as their cash reserves increase 
or decrease (that is, lower or raise their rates of discount in ac¬ 
cordance with the increase or decrease in their cash reserves) 
and thirdly, the demand for bank-credit will increase or 
decrease in response to the lowering or raising of the money 
rates. 

Normally, such relationships exist or at least, as Dr. Kock 
observes, there ax’e strong tendencies in the direction of such 
relationships but not infrequently, deviations occur from the 
normal and alter the relationships. In the first place, buying 
or selling of securities by the Central Bank may not lead, as 
desired, to a proportionate increase or decrease either in the 
quantity of money in circulation or in the cash reserves of the 
commercial banks. For instance, when the Central Bank buys 
securities the effects of the purchases may be neutralised, 
partly or wholly^ if simultaneously there takes place an outflow 
of capital or there exists an unfavourable balance of payments 
or notes are withdrawn by the people for hoarding purposes. 
Similarly, the contractionist effects of sale of securities by the 
Central Bank may be neutralised if there is a favourable balance 
of payments or if the people release the amount they had hoard¬ 
ed earlier. Secondly, the commercial banks do not always 
expand or contract tfc«ir credit when their cash reserves in¬ 
crease or decrease. Changes in their credit base may not, that 
is to say, bring about corresponding changes in the volume of , 
credit that is actually created. For, there may be economic, 
politiqsi or monetary reasons for which the commercial banks 
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may refrain from employing ike increased reserves fully or 
from contracting credit when the reserves are reduced. ^ 

Thirdly, it is conceivable that as a result of an increase in 
their cash reserves, although the commercial banks themselves 
are willing to expand credil, there may be reluctance on the 
part of the public to borrow. An increase in the credit base, 
therefore, may not necessarily lead to an increase, at least pro> 
portionately, in the onpansion of credit by the commercial 
banks. For example, in times of depression or of economic 
or political uncertainty, lh(^ entrepreneurs may not be willing to 
borrow and, hence, full employment of the cash reserves may 
not be possible by the commercial banks. Conversely, in 
periods of booms when there are the prospects of higher profits, 
even though the money rates rise owing to a decrease in the 
credit base, the demand for bank accommodation may not dc> 
crease. A higher rale of discount, that is to say, may not have 
any deterrant effect on th«‘ credit condition, if the entrepre¬ 
neurs, speculators, and investors are confident of better pros¬ 
pects and, therefore, arc eager to make greater use of credit 
notwithstanding the higher rate. Both inflation and deflation. 
VC know, when left to themsehes, gather momentum very 
quickly since both optimism and pessimism feed on themselves. 

Whatever the limitations, the open market operations, as 
a special form of creation or cancellation of Central Bank credit 
surely constitute an eficctivc method which can be utilised by 
the Central Bank whenever it deems necessary. It is superior 
to the Bank-rate method in more than one way. In the first 

1 Supposing the rash taiio which should be maintained by them in 10 
per cent. An additional cash reserve of Be. 1 will ordinarily serve as a bauN 
for the creation ol ciedit to the extent of Bs 10. But there may be, as we 
have seen, deviations from the normal course. ^Die banks, for instance, may 
•jpprebend that expansion of credit may lead to uoardmg by the people, and 
bMcse, no such multiple credit expansion is pusubleAn additional cash reserve 
of Re. 1 will only to an expanmon of credit by Be. 1 (t.6. an additional 
cash reserve of Be. I providing only Be 1 of curraicy). Such possilnlity, 
therefore, may deter the rommmvial banks from expanding their credit propor- 
t^ately to the increase in thmr cash reeerves 
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place, the Bank-rate method primarily affects the short-term 
rate of interest and only indirectly the long-term rate of inte¬ 
rest but the open market operations have a direct and imme¬ 
diate effect on the supply of money and credit and hence, on. 
money and interest rates genersAly. Secondly, there is a 
greater chance of*thc Central Bank's policy of expansion being 
successful under open market operations than under rc-discounts. 
For, in some countries the commercial hanks observe a greater 
caution whenever they are indebted to the Central Bank even 
though the latter is willing to expand credit and hence, docs 
not raise the discount rate or the rate of interest. 

Open market operations, thus, constitute a more direct and 
more comprehensive instrument of credit control provided, of 
course, “there are broad and active markets in the types of 
short-and long-term securities in which the central bank caiif 
legitimately deal, and that such securities constitute a suffi¬ 
ciently sensitive and decisive part of the whole capital or credit 
structure.” ^ 

(iii) Changes in the Commercial Banks^ Minimum 
Cash Reserves : With a view to enable the Central Bank to 
have still greater control over the money market as well 
as to enable it to control the capacity of the commercial banks 
to expand or contract credit, one more power has been given 
to the Central Banking authorities viz., the power to decrease 
or increase the minimum cash reserves which the commercial 
bi^ks are required to keep with it. The Central Bank might 
not find it always possible or profitable to engage in open mar¬ 
ket operations, e.g., when there is a shortage of securities it 
wants to buy or sell or, again, when it considers it unprofitable 
to buy securities at hj^her prices or to sell securities at lower 
prices. Under such circumstances, the power given to the Cen¬ 
tral Bank to decrease or increase the minimum cash reserves 
which tiie commercial banks are required to keep with it, ob- 


4De Xodc-Op. at. p. 109. 
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viously helps it to increase or decrease the available supply 
of bank cash. 

In tJ. S. A. use has been made of this method by the Fede¬ 
ral Reserve System on mur§ than one occasion ^ to neutralise 
the effects of excess cash reserves of the member banks. Other 
countries viz., New Zealand, Mexico, Sweeden have also made 
use of it and in these countries suitable legislations have also 
been passed. * 

So long as the member banks possess volume of reserves far 
in excess of the legal requirements, the instruments of open 
market operations or discount-rate may prove to be ineffective. 
Hence, the power to change the reserve requirements of the 
commercial banks to be kept with the Central Bank gives it an 
additicoial weapon to be used to bring about the desired 
changes in the available supply of the bank cash. And it is 
likely to be adopted as an alternative to other policies (e.g., 
open market operations) when they cannot be undertaken 
effectively or as a supplement to them in order to “strengthen 
the technique of central banking control under highly-liquid 
monetary conditions or, conversely, under conditions of severe 
credit stringency.” Nevertheless, there are limitations of this 
method also. For instance, as has been pointed by Burgess, 
when there are excess reserves, “the surplus of reserves is not 
distributed evenly among the banks of the country (some 
banks have more excess, some less, and a few have none) ” and 
it is, therefore, likely that “when reserve requirements, are 
increased some banks will be hit much harder than others.^* ® 
Secondly, like open market operations, the changes in the re¬ 
serve requirements also have, “the effect of increasing or de- 

1 Under the Banking Act of 1935, the Board «»! Govemont of the Federal 
BesTTVO 'system has been empowered to change the reserve ratios of the'midimc'.. 
^tjber baidcs with a view to pievOnt injurious ezpanrion or contraction of cie4H 
hr them* AcGprdin|dy> prOv^t undesirable espanrion of the Bo4Mrd 

increased the reserve ratios of the m^ber banks, once in August 1933, and 
isjl^n 'in .Hatch, 1937. 

and' the Money Market 



CENTRAL BANKING 


409 


creasing the available supply of bank cash, but such changes 
in bank cash do not always bring about corresponding or pro¬ 
portionate changes "in the volume of credit actually created, 
either because commercial banks do not always seek to increase 
or decrease their loans and investments in accordance with 
the increase o^ decrease in the available supply of bank cash, 
or because the scope or demand for bank credit does not always 
increase or decrease in accordance wijh such increase or decrease 
and the lowering.or raising of money rates which may result 
therefrom.” ^ 

Hence, although the method is a useful one in bringing 
about the desired changes in the available supply of bank cash 
much moderation and discretion are necessary for its applica¬ 
tion to achieve the desired result. 

(iv) Rationing of Credit : Rationing of ci'edit, as a 
method of controlling the volume of credit by the Central Bank, 
has an advantage over the other methods in that by the use of 
this method the Central Bank can control the purposes for which 
credit may be obtained. The Central Bank, while it uses this 
method, lays down definite credit quotas to which the business 
demand for loans has to submit. 

Certainly this method is effective in checking undesirable 
expansion. Nevertheless, much depends upon the wisdom of 
the Central Bank in so far as the decision rests with it for mak¬ 
ing selection of rival claims of different types of business. 

Credit rationing is also useful in that the Central Bank, 
by such rationing, may discourage the granting of loans to stock 
exchanges by refusing to discount the papers of the banks if it 
considers that these banks encourage speculation by advancing 
loans to speculators. 

Some times th% Central.Bank takes direct action, coer¬ 
cive measures against some commercial banks or other financial, 
institutions. That is, it may refuse to re-discount, for those 
banks whose credit policy is regarded as being inconsistent wi^ 

p, «fl0. 
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the maintenance of sound credit conditions. Or, again, the 
Central Bank may refuse to grant further re-discounts to banks 
whose borrowings from it the Central Bank) are considered 
to be excessive in relation to their capital and reserves. Often, 
again, the Central Bank may decide to charge penalty rates i.e., 
rates over and above the official discount rate. ^ 

From the theoretical point of view, such coercive measures 
may seem to secure better* qualitative distribution of the bank 
credit. In practice, however, direct action can hardly be said to 
be very effective. In the first place, the element of force associat¬ 
ed with it is not conducive to the attainment of positive results 
and secondly, it is often difficult for the commercial banks them¬ 
selves to control the ultimate use of credit. 

(v) Changes in the Margin Requirements on Security 
Loans : As an additional weapon to control, in particular, the 
volume of credit used for speculation in securities, the Central 
Bank, under this method, is given the power to prescribe rules 
and regulations with respect to the amount of credit that can 
be extended by banks against securities for the purpose of carry¬ 
ing or trading in them and also with respect to margins for 
loans by brokers to their customers. 

The Federal Reserve system of the IT S A under the Secu¬ 
rities Exchange Act of 1934, has been given such power. This 
method obviously checks the use of credit for speculative pur¬ 
poses. 

(vi) Regulation of Consumer Credit : As an addi- 
tiunal instrument for exercising desirable control <.ver credit, 
the Board of Governors of the Federal Reserve system of the 
TJB.A. was given the authority in 1941, to regulate the terms and 
conditions under which credit repayable in instalments might be 
extmded for purchasing or carrying consumers’ durable 

gq<^. 

«* f ■ 

This method of instalment credit regulation is useful in 
checkiiig infiationiiry price ri^s during ‘war by curbing the 
i^ci^man^ fpr consumers’ goods civilian supply of wiiich ijS 
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considered necessary to be reduced, because of the greater de¬ 
fence needs. For, it will mean less purchasing power avail¬ 
able for consumer expenditures. This method may also be 
advantageously used during peace time to check undesirable 
rises in the prices of consumers’ goods. 

(vii) The Use of Moral Persuasion and Publicity s Not 
unoften the Central Bank exercises considerable influence 
though indirectly, over the credit* policy of the commercial 
banks by appealing to their good senses, that is, by 'moral 
persuasion.* Such persuasion becomes effective when the lea¬ 
dership of the Central Bank is generally accepted and the num¬ 
ber of banks is not too large (in which case, close relationship 
between these banks and the Central Bank may not exist). 

In some countries, specially in U.S.A., publicity is also 
used as an instrument of policy. The Central Banks in these 
countries regularly publish weekly statements of their assets 
and liabilities, monthly reviews, and credit and business con¬ 
ditions, etc. It is, however, difficult to judge the efficacy of 
publicity as a method of control. Nevertheless, in view of the 
increasing public interest and intervention in matters of mone¬ 
tary and banking policy, some publicity by the Central Bank 
may be considered as helpful and also necessary. 

Bankers’ Clearing House : When there are many banks 
in any given place, it is likely that each one of them will re¬ 
ceive cheques drawn on others and deposited with it for col¬ 
lection. A Bankers’ Clearing House is an organisation of the 
banks of a given place, formed with the purpose of offsetting 
the cross-obligations in the form of cheques (on each other re¬ 
ceived by them in the course of their day’s business transactions). 
The representetivei of each hank bring these cheques {Le. the 
cheques each has received against others) to the Clearing House 
and it is the function of the Clearing House to offset the clalm^ 
of each bank on the others. When, however, the balan^ . ia 
against a bank, it pays that amount to the Clearing House and 
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when it is in its favour, it receives from the Clearing House 
the amount of the balance, A settlement, that is to say, is thus 
made by payment of the difference. 

Usually, the Central Bank, that is, the leading bank which 
acts as a bankers* bank and witk whom all other banks keep 
an account, simply adjusts in its books the defidt against, or 
the balance in favour of the member banks after offsetting the 
different claims of these banks amongst themselves. The mem¬ 
ber banks, who usually keep certain balances with the Central 
Bank, pay the difference, if there be any, by a draft on the 
latter. 

Thus the business of settling the inter-bank indebtedness 
is performed simply by transfer of balances kept at the Central 
Bank from the account of one bank to the account of another, 
and securing in the process, a considerable amount of economy 
in the use of cash. 

Such a system of clearing organised and solidified by the 
Central Bank is no doubt of great advantage to the community. 
It is, **not only a means of economising cash and capital, but is 
also a means of testing at any time the degree of liquidity 
which the community is maintaining—a matter which it is es¬ 
sential for the central bank to know from day to day.*’ *■ 

THE MONEY MARKET 

What is meant by a Money Market ? In a country, the 
various types of banks and other financial institutions engaged 
in borrowing and lending money, constitute what is known as 
the money market. Strictly speaking, the money market re¬ 
fers to the borrowers of money and the lenders of money who 

in competition with one another. ’Loaifk* are obtained in 
;^«^hiArket,and Ihe rate of interest is the *price* to be paid fur 
i|ueh ^oans. In the moiney market, the . discount houses, the 

pi Caitnt Bsakiog, p. $48. 
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accepting houses, and other financiers are the borrowers and 
the banks are the lenders. 

The various financial institutions which constitute the 
money market may be split up into different parts according 
as they specialise in different types of loans and each such part 
may be said*to constitute a separate money market. In the 
first place, there is the Central Bai^ which provides the neces¬ 
sary stimulus and acts as the guardian of the market. On it 
rests the responsibility of maintaining the stability and, with 
this end in view, it expands or contracts the volume of money 
and credit. 

Secondly, there are the call-loan and the short-period loan 
markets. These markets, as their names suggest, supply loans 
for very short periods (say, a week) and short periods (say, for 
three months). In the call-loan market, the borrowers are 
the bill-brokers and the stock-brokers and the lenders are the 
commercial banks and other corporations. In the short-period 
loan market, the commercial banks lend to the government 
and the industrial and mercantile concerns who want to borrow. 

Thirdly, the loans which are for longer periods are sup¬ 
plied by the commercial banks and also there are specialised 
bodies of promoters and issue houses who undertake to sut>ply 
new capital. The borrowers of long-period loans are the gov¬ 
ernment, the municipalities, the industrial concerns, etc. 

Besides these, there are certain specialised bodies a. g,, the 
Savings Banks, the Land Mortgage Banks, the Co-operative 
Banks etc., who supply special types of credit. 

In the money market the different money rates are, how¬ 
ever, not properly co-ordinated. And the discrepancy bet¬ 
ween these rates, s]^ially between the short-term and the long¬ 
term rates gives rise to speculation. The task of the Centnd 
Baid^; is to co-ordinate these different rates. 
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CHAPTER 32. 

THE THEORY OF INTERNATIONAL TRADE 

The need and justification for a separate theory of Inter¬ 
national Trade : Strictly speaking, from the standpoint of 
economics, the main factors involved in the inter-regional or 
international trade, may be said to be an extension and an 
application of the principles of specialisation and division 
of labour. Just as productivity of labour can be increased by 
specialisation and division of labour within a particular industry, 
similarly, the general productivity of a country or of the coun¬ 
tries of the world can increased by specialised use of land and 
labour. In other words, international trade, like any other 
kind of trade, originates in the scarcity and diversity of the 
productive resources. And it will be advantageous to all if 
they specialise in the production of those goods in producing 
which they enjoy the greatest comparative advantages. In¬ 
deed ail trade originates in specialisation and division of labour 
and kt makes little difference whether the boundaries of the 
region are those of a district or of a country, for the broad 
principles involved are the same whatever the frontiers across 
which the trade flows. Whatever, that is to say, the unit of 
area, the problems involved are much the same and the prin¬ 
ciples which can be applied are also much the same. Is there, 
t]^, it mgy be asked, any justification for a separate thebry 
of international trade t. The answer is obvious^ in the afflr- 
jmatiVe. For, notwithstanding the various similarities between 
/,hitenmtipnal and domestic trade, there, are important diffe* 

, i«nciM,:’t^ vT|i^*^Ex>unt^i^^^ it shoidd be reinem- 
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bered, are more than mere geographical areas,—^they are areas 
with their own economic systems which are different from the 
economic systems of their neighbours who are separated by 
political frontiers. And this is^ sufficient enough to explain 
why a separate theory of international trade is necessary and 
why it cannot be a mere application of the theory of localisa¬ 
tion of industries. For, this implies, in the first place, immo¬ 
bility of the factors of production. Labour and capital, for 
instance, move less freely between countries than they do with¬ 
in a country. Inspite of the inducement of higher wage, la¬ 
bourers are often reluctant to go elsewhere leaving their own 
countries. Differences in language, in the ways of living, etc., 
also present difficulties which obstruct mobility of labour. 
Similarly, owners of capital prefer to invest at home rather 
than to take the risk of investing abroad. Mobility of labour 
and capital is also obstructed when the governments endeavour 
by legislation to restrict immigration of labour or export of 
capital. Such immobility of the factors of production often 
means acceptance of a remuneration by them which is lower 
than they could get elsewhere. Perhaps labourers could earn 
a wage or capital could earn a rate of interest, much higher 
were there perfect mobility, that is, were they not confined^ for 
whatever reasons, within their respective national frontiers. And 
this immobility of the factors explains why different rates of 
wage and interest exist in different countries and has a bear^ 
ing upon the nature of trade which takes place between tiiem 
and also explains the need for a separate theory of intmia- 
tional trade. Secondly, the countries, as we have observed, 
are more than mere geographical areas; they have their own 
national governments to pursue different economic policies 
which they consider^Jieneficial to them. And this may mean 
imposition of duties or quotas on imports by them leading to 
t^ihplications which would be absent in trades within the 
frontiers of any country. Moreover, different economic sys¬ 
tems of different countries provide different types of faciti|ieB 
pjpoductive activities giving rise thus to diff^hcM its the 
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costs of production. Finally, each country has its own national 
currency and banking system. This gives rise to the problems 
of conversion of currencies of the trading countries, settle- 
ments of their international payments etc. Within the coun- 
tiy, there being no need for conversion, no such problems 
arise. 

A separate theory of Jntemational trade is thus necessary 
for more than one reason. Moreover, we also need a theory 
which will furnish general principles of national policy as a 
guide to action. 

Absolute and Comparative Advantages : Trade bet¬ 
ween countries thus takes place only when there are differences 
in the ratios of costs. To illustrate this, let us suppose, ^tly, 
that there are two countries, namely, X and Y, and that eadi 
of these countries produces only two commodities, say, tea 
and tobacco and secondly, let us suppose, that the only factor 
of production taken into consideration in either country, 
is labour and thirdly, that the country X is better suited to 
the production of tea and the country Y is better suited to 
the production of tobacco and finally, the factor of production, 
that is, labour, in this case cannot move from X to Y or from 
Y to X; only the goods move fruni one country to the other.. 

Let us further suppose, that, in the country X : 

10 days’ labour produce 100 lbs. of tea; 
and, 10 days’ labour produce 50 lbs. of tobacco; 
and, in the country Y; 

10 days’ labour produce 50 lbs. of tea ; 
and 10 days* labour produce 100 lbs. of tobacco. 


In X, a lb. of tea can be had against 4 lb. of tobacco,, 
whereas in Y, a lb. of tea can buy ^ vSs. of tobacco. Bin^, 
the Gonntry X has absolute advantages in producing tea ami. 
Y.W abs^ute adi^ntagea in pitnlucing tpWco, there eaish 
aWlute difiterenees in the oost^ that is, . the cost ^f pro- 

^ lower'than that 
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the cost of producing tobacco in Y is absolutely lower than that 
in X. It will, therefore, be to their mutual advantage if X 
concentrates on the production of tea and exchanges it for to¬ 
bacco ; and Y concentrates on the production of tobacco and 
exchanges it for tea. Both the®countries, thus, will gain from 
the exchange aqd the ratio at which the exchange will take place 
will depend on the strength of their demand for those com¬ 
modities. • 

Such geographical division of labour thus leads to an in¬ 
crease in the total output of both tea and tobacco and by 
exchange, the countries X and Y gain when X concentrates 
on the production of tea only, and Y concentrates on the pro¬ 
duction of tobacco only, because, X enjoys an absolute advan¬ 
tage over Y in the production of tea, and Y enjoys an absolute 
advantage over X in the production of tobacco. 

Nevertheless, trade between countries may take place even 
when they do not enjoy such absolute advantages in the pro¬ 
duction of any commodity. Take, again, for example : 

In the country X; 

10 days’ labour produce 80 lbs. of tea; 
and 10 days* labour produce 80 lbs. of tobacco ; 
and in the country Y : 

10 days’ labour produce 40 lbs. of tea; 
and 10 days’ labour produce 60 lbs. of tobacco. 

In X the ratio of costs of tea and tobacco is 1: 1 since 
1 lb. of tea can be had in exchange of 1 lb. of tobacco, whereas 
in Y, it is 1 : 1^, that is, 1 lb. of lea can be exchanged for li lb. 
of tobacco. Neither country enjoys an absolute advantage in 
producing any of the commodities as in the previous case. Al* 
though the efficiency of labour in X is greater in the production 
of both tea and tobacco than the efficiency of labour in Y, it 
enjoys a comparatively greater advantage in producing tea th^ 
in ptoduemg tobacco. Nevertheless^ there is still scope for trade 
to their mutual advantage. For, since thdr ratios of costs dilter 
the country X will gain so long as it can obtain more tfaah 1 
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]b. of tobacco in exchange of 1 lb. of tea. Similarly, Y will gain 
so long as it can obtain more than 1 lb. of tea by sending less 
than li lb. of tobacco. Hence, it will be to their mutusd ad¬ 
vantage if X concentrates on the production of tea and Y concen¬ 
trates on the production of tobacco and by exchange, that is, by 
trade between them if X obtains tobacco and Y obtains tea. 

Trade, thus, will take place even when no absolute advan¬ 
tage is enjoyed by any country. Trade is possible and also 
profitable so long as there exist differences in the comparative 
ratios of costs of production. 

When, however, there exist neither absolute differences 
nor comparative differences in ratios of costs, that is, when the 
ratios of costs are the same in the two countries, no trade is 
possible. Take, for example: 

In the country X: 

10 days* labour produce 80 lbs. of tea; 
and 10 days* labour produce 80 lbs. of tobacco; 
and in the country Y; 

10 days* labour produce 50 lbs. of tea ; 
and 10 days* labour produce 50 lbs. of tobacco. 

Obviously, X is absolutely superior to Y in producing both 
tea and tobacco. But the ratio of costs of producing the two 
commodities, tea and tobacco, is the same in both the countries, 
viz., 1: 1, i.e., in each country, 1 lb. of tea (or tobacco) can be 
exchanged for 1 lb. of tobacco (or tea). Hence, no profitable 
tra^ is possible in such circumstances, that is, when the ratios 
of costs of producing the two products are the same. 

It should, however, be borne in mind that the fact that in 
reality thero are more than two countries and they trade in more 
than two commodities, does not introduce any change or im- 
poriant modifications in the arguments *bi Uie principles in¬ 
volved. 

is, in brief, how the classical doctrine of compiirative 
00(^4 developed by Bicardo and Mhers, ea]:^ined why intama- 

piacie^ or, in oriimr worils, why ^me countries 



THB THEORY OF INTERNATIONAL TRADE 


4)19 


export c^am goods, while others import certain goods. The 
fundamental idea underlying the classical theory is that the 
countries should produce only those goods for the production 
of which they are specially suited on account of their natural 
or acquired advantages and produce in excess than what they 
actually require for their own consumption and exchange the 
excess with other countries against goods which either they 
cannot produce at ail or have to produce at a comparative dis¬ 
advantage. 

Gritidsm : The theory, it is pointed out, errs in that 
it takes into account the factor ^labour’ alone and asserts that 
goods are exchanged against one another according to the re¬ 
lative amounts of labour which are embodied in them. But 
nothing is produced by labour alone; there are other cost- 
items, too. For instance, there is the sacrifice of '^waiting* 
Calculation in terms of *real costs* cannot take into account 
even the disutility of different kinds of labour and hence no 
correct calculation of a unit of real cost is possible. The 
theory is thus unrealistic. Moreover, labour is an extremely 
heterogeneous factor and there exist what are called the non¬ 
competing groups. It is, therefore, impossible to compare the 
effectiveness of labour in the production of the two commodities 
in the two countries. Prof. Taussig,, however, is of opinion that 
everywhere in the industrially advanced countries of the 
West, the structure of non-competing groups is uniform and 
hence, the mere existence of these non-competing groups does 
not invalidate the classical doctrine of comparative costs. 
**But in fact’^ he observes, “the phenomena of social stratifica¬ 
tions are not widely divergent. Non-competing groups on 
the whole are arranged in the same series of grades in diffe¬ 
rent countries.”^ 

Secondly, it is pdinted out that the theory ignores the 
influence of demand on the nature and volume of trade. 
The volume of trade between two countries depends on the 
relative' elasticities of demand of the two countries for fht 

1 of SooQonucs, Vol Q. 
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goods of the other which, we know, also detennine the actual 
terms of trade. 

Thirdly, the implication of the assumption of constant 
cost, made in the doctrii^ of comparative costs, is that 
there is no limit to the expansion of international trade. In 
other words, the countries X and Y could, as* it were, concen* 
trate on production of tea and tobacco and expand their out¬ 
put without any limit for the purpose of profitable exchange. 
But, we know, this is absurd. For, as X will produce more 
and more tea and Y will concentrate on the production of 
more and more tobacco, the marginal cost of producing tea 
in X as well as the marginal cost of producing tobacco in Y, 
will gradually increase. And, after a certain stage X 
will find that further concentration on the production of tea 
will be unprofitable just as Y will find it unprofitable after a 
certain stage to concentrate on the production of tobacco. 
On the other hand, as more and more factors will be withdrawn 
from the production of tobacco in X and tea in Y, the mar¬ 
ginal cost of producing these things, (i.e., tobacco in X, and 
tea in Y) will fall. Hence, after a stage («.e., when the law 
of diminishing return has begun to operate) it Avill be to the 
advantage of X and Y, because of the fall, in the marginal cost, 
to produce tobacco and tea instead of concentrating more and 
more on the production of tea, and tobacco. The assump¬ 
tion of constant cost thus is an unreal assumption for the cost 
ratios both in X and Y will change and, sooner or later, they 
will be equal in both the countries. Any more expansion of 
intemationa] trade, after this point is reached, will not be 
profitable either for X or for Y. 

Gains from Inteniational Trade s International trade, 
thMs, ,may be viewed as exchange by barter on, a very 
scale taking place among different countries. An^ a cduinti^ 
may obtain the maximum gain from the trade .with qihar 
^untries devoting itself to produmng only those thi^s 
Which it can prpducr ^dst c^eaidy, that Is, for/the ,)>r^ 
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tion of which nature has given her the greatest advantages^ 
(as for example, very fertile land, superior human capacity, 
etc.) Now, the comparative costs of producing different 
commodities are different in different countries because Na¬ 
ture has not equipped each country equally with productive 
resources and the abundance of factors necessary for produc¬ 
ing each commodity does not bear the^same relation to the de¬ 
mand for each commodity in different countries. A country in or¬ 
der to have maximum gains from trade, therefore, should expand 
or contract the production of different commodities until her 
ratios of costs are the same as those obtaining in other coun¬ 
tries, and export the surplus or import the deficiency so gene¬ 
rated. Gain from international trade is possible so long 
as the ratios of costs are difl'erent at home and abroad, and, 
other things being equal, the larger the difference, the greater 
will be the gain. In other words, a country gains from trade 
when the ratio of prices obtaining elsewhere is different from 
that obtaining within the country, for, in such circumstances 
it will buy those things it considers cheap abroad and sell those 
things whose prices it considers are higher abroad. The big¬ 
ger the gap and the greater the importance of the articles 
affected, the larger will be the gain from such import and ex¬ 
port. 

The extent of the gain from international trade also de¬ 
pends upon the relative productive efficiency of labour at 
home and abroad. A country, for instance, gains when the 
efficiency of foreign labour engaged in producing the goods 
it imports increases. Similarly, it loses when the productive 
^ciency of labour engaged in producing the goods it ex¬ 
ports increases. 

When the size of a country is very small, its demand for 
foreign product being too small will not affect the world- 
{H'ice of the pi'oduct, but the price of the product it exports 
.determined by the state of world demand. It follo?^a,,. 
tha^ ^e smaller the siEe of the countryipalatively to 
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that of the rest of the world, the more it is likely to gain by 
the free inter-change of its product with that of other coun¬ 
tries. 

The extent of the gain* obviously in every case will de¬ 
pend on the terms oj trade, that is, in other^ words, the ratio 
at which one commodity of a country is exchanged for another 
commodity of another country, {e.g. ratio at which tea is ex¬ 
changed for tobacco, in our illustration). 

A country gains from international trade more when the 
foreigners’ demand for its products is inelastic whereas its 
demand for foreign goods is elastic, that is, when there is a 
great demand for its product abroad while its demand for the 
foreign products is very low. The ratio of exchange or the 
actual terms of trade will be determined by the relative elas¬ 
ticities of demand of the two countries (assuming there are 
two countries trading) for the goods of the other, that is, in 
other words, on what is said to be the intensity of reci¬ 
procal demand in the trading countries. 

Opinions, however, differ regarding the way by which the 
absolute gains from foreign trade can be measured. As 
observes Benham, if the whole world were one country, there 
would be no difficulty in realizing how consumers gain by diffe¬ 
rent goods being produced in different places. But the world 
is divided into so many countries and hence arises the problem 
of measuring the absolute gains from foreign trade. Accord¬ 
ing to Marshall, the amount of consumer’s surplus enjoyed by 
a country through its foreign trade is a measure of its gain 
from such trade. But, as some hold, e.g. Prof. Ohlin and others, 
it is doubtful whether the gains from foreign trade can at all 
be measured with any amount of accuracy. Neverthdess, 
the level of money incomes may be said to be an imBcation 
as well as the source through which the gmns from fo^^. 
irada are shared among the eountrks and as observes '[hius- 
dg, tile .part of the gains from foreiipi trade ac^re/l to 

tiimse' counJiibs wWe levels of. money incomes art 1^. 
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When foreign demand for a country’s products is great, its 
export industries thrive and wages in those industries, there¬ 
fore, rise. This rise in wages will also force up the level of 
wages of workers in other ind^^tries (or else, they will leave 
those industries to join these export industries). Hence, in 
the country tlie level of money wages will be high. But the 
prices of internationally traded goods tend to be same every¬ 
where and hence, the people of thfi country where the level 
of money incomes is high gain as consumers of these interna¬ 
tionally traded goods more than the people of those countries 
where the levels of money wages are low. 

Finally, any reduction in the cost of transport or in the 
difficulty of selling in the foreign markets, as observes Harrod, 
enlarges the possible sphere of gainful foreign trade. 

Free Trade versus Protection : The mercantilists be¬ 
lieved that money was the best form of wealth and the only 
object of foreign trade was to import precious metals from 
foreign countries by more and more export. The more was 
the volume of export of a country, the more favourable would 
be its balance of trade and hence, more precious metals 
would be coming into the country and make it wealthier. 
Hence, exports were encouraged by them and imports (ex¬ 
cepting, of course, of gold) were discouraged. As opposed to 
these beliefs of the mercantilists, the classical economists 
put forth the case for free trade. It opposed, that is to 
say, the policy of obstructing international trade by any 
method, i.e. either by protective tariffs or by any other me¬ 
thod, Although the controversy is an old one still it has some 
bearing on the trade policies of the countries of the world 
even to-day. To understand this we should examine in some 
details the case for free trade as well as the case for protec- 
tioD. 


The Case lor Free Trade t A country is said to havis 
a of free trade when it does not impow^any 
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upon its international trade with a view to protecting its domes-' 
tic industries from foreign competition. ^ 

The main arguments of those who defend free trade may 
be summed up as follows : 

Capital and labour, it is said, will flow in every country, 
when there is no artificial obstruction in the shape of tariffs, 
quotas, etc., to those indusiries for the development of which it 
enjoys the greatest natural advantages. Every country thus will 
concentrate only on those industries for which nature has given it 
the greatest advantages. Free trade w'ill ensure the most desir¬ 
able allocation of resources throughout the world and thus will 
maximise the income and the output of every nation and, there¬ 
fore, of the world as a whole. 

Secondly, unreslrieted international competition, it is said, 
will eliminate, on the one hand, the inefficient producers every 
where and benefit the consumers since they will buy the com¬ 
modities at the lowest possible prices and, therefore, will enjoy 
the maximum possible consumer’js suri^liis, and, on the other, 
such healthy competition will also not allow the growth of 
monopolies. 

“Whatever may be said for protection in theoiy,” obseiwes 
Benham, “free trade seems best in practice, and there is always 
the general case for free trade, which few people without eco¬ 
nomic training really understand: namely, that it promotes 
international si>ecialization and thereby enables the productive 
resources of a country to be put to their most advantageous 
uses,” * It is, however, admitted that the case for protection 
‘as an emergency measure’ deserves special consideration. 

1 Sometimes such a ootmtiy may impose taxes ^pon foielga imporfai. for 
bhtaini^ 'revenue’ but not for giving protection to domestic induStii^ 
Such taxes as may be imposed upon foreign oommocUttes for revenue pur^ 
pbses are collectively to form a "reoenua tonf as oppoaed to a 
:^V 0 tarif pu^se is to ipve protection to ^mesUc mdustnm 
! rfoieigu ,t^inpe^iion, and enoouirage di^tie indust^ . 
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The Case for Protection : The policy of protection im¬ 
plies a policy of deliberate regulation of foreign trade by the 
government of a country with a view to weakening foreign com¬ 
petition with domestic industries and stimulating their growth 
and development by such regulaflon, (i.e., by giving them pro¬ 
tection against such foreign competition). The most usual devices 
which are adopted for giving protection to home industries 
against foreign competition, are : (i)* imposition of duties on 
foreign goods which are imported ; (ii) fixing of quotas with a 
view to restrict the quantity of imports from foreign countries; 
and (iii) grant of bounties to the home industries. 

The main arguments of those who defend the policy of 
protection are the following : 

(i) Infant industries argument : There are, it is argued, 
always certain initial difficulties in staj’ting new industries al¬ 
though a country may possess great natural advantages for the 
development of these industries. Hence, these industries re¬ 
quire help for a certain period so that they can grow and estab¬ 
lish themselves against the existing foreign competitors (who are 
stronger because of their earlier starts) and become sufficiently 
mature and strong to dispense with any further aid. The tem¬ 
porary loss to the consumers from protection will be amply 
compensated by the eventual gains to the country in the shape 
of the establishment and development of these new industries 
and increase of productive power, as List argued. 

No one denies the theoretical validity of this argument 
whose strongest upholder was F. List and it is admitted that 
there is a strong case for protecting such industries by the levy 
of temporary protective duties. “Nevertheless,” as observes 
Benham, “tariffs for which there is a case on theoretical grounds 
have seldom workedNrell in practice. The imposition of duties 
by one country often leads to retaliation by others. Infant 
industries practically never grow up but on the contrary dfr*, 
tnand increased protection: A protective tariff usually ^vas 
rise to “log-rrcdling/* pressure on the Crovemipent by: vested 
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interests seeking more protection, and, in some countries, a good 
deal of corruption.” ^ 

(ii) Diversification of indiistries argument : Defenders of 
the policy of protection emphasise the necessity of diversification 
of industries on the following grounds : In the first place, it is 
argued that the development of varied forms of industry is 
necessary for all-round progress of a country. Secondly, it is 
said that it is often risky to depend upon one single industry 
or a group of industries Diversification of industries would 
eliminate this risk and hence is justified and desirable. Thirds 
ly, diversification of industries will open avenues for employ¬ 
ment of people of different grades of skill and lead to the jfullest 
utilisation of the resources of the country. 

(iii) ' National Self-sufficiency : On grounds of national 
self-sufliciency and national safety, the policy of protection is 
often defended. Certain key industries e.g.. Iron and Steel, etc., 
are not only indispensable for the growth of other industries or 
the industrial progress of the country in general, but are also 
absolutely necessary for defence and dependence on others in 
these matters may often prove to be extremely risky and is 
certainly unwise as a policy. Hence, due protection should be 
given to these industries to make the country self-sufficient and 
strong, even if it does not have natural superiority in the estab¬ 
lishment of these industries and buying from others may prove 
to be less expensive. Similarly, a country may protect agri¬ 
culture because it is considered desirable to maintain a large 
agricultural population. 

Ev^ybody agrees with the view of Adam Smith that 
opulence is less important than defence. Nevertheless, these 
arguments, however convincing they may j^e, are non-econpmic. 
Aud, as it has been observed, an “economist can only pohit out 
the sacrifi.ee, in the form of a standard of living lower than H 
would O^erwise be, entafi^d by such pplides, leaving stat^ 

'Cit. Pi 48®.-' 
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men or citizens to decide whether the sacrifice is worth mak¬ 
ing.” ^ 

Besides these main arguments, the policy of protection is 
defended on various other grounds also. For instance, it is 
argued that for a country witl#high money wages protection is 
necessary for .maintaining the high standard of living of the 
people. Otherwise, in the absence of such protection, the 
country will be undersold by counties with low money wages. 

It should, however, be noted that high or low wages may 
not necessarily imply high or low cost of production and, there¬ 
fore, high or low prices as this argument presumes. High 
wages unaccompanied by high productivity obviously will 
mean high cost—^but when the productivity is also high and 
labourers produce more, the .cost per unit will naturally be 
low and, therefore, prices also will be low and the country may 
not be undersold by others. Similarly, low wages may imply 
high cost and, therefore, high prices when the productivity of 
labour is also low. There is thus no justification for the ap¬ 
prehension that a country with higher level of money wages 
will necessarily be undersold by another with low wages. High 
wages can be maintained when the productivity of labour is 
also high. 

A similar fallacious argument is that wages can be raised 
by imposition of tariffs, since tariffs will check imports and en¬ 
courage exports and hence gold will flow into the country. It 
is, however, overlooked that when gold comes into the country, 
prices also register a rise simultaneously with the rise in wages 
and, therefore, the real wages do not rise because of such im¬ 
port of gold. Higher wages, as we have seen, are the results 
of higher productivity. Hence, imposition of such duties, by 
preventing labour and capital from flowing to the most profit¬ 
able industries 'v411 affect -productivity and, therefore, wages 
adversely. It is, therefore, fallacious to think that a policy of 
protection, by raising wages, will improve the standard of living 
of the people. Besides, by raising the prices of impor^> siu^ 

1 Qp* Crt** p» 
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a policy will lead to a reduction in consumption and so will 
mean a reduction in the national real income also. ^ 

It is sometimes believed that when protection is given, 
employment in the protected industries will increase and, 
therefore, the total money incomes of the people will also in¬ 
crease. These, i.e., increased employment and money incomes 
of the people, in their turn, will provide a good market for the 
products of other industries in the country. It is, however, 
overlooked that restriction of imports resulting from the im¬ 
position of protective duties, leads to a decrease in exports, too, 
and while for the protected industries the home market may 
expand such a policy surely will mean contraction of the foreign 
markets for tlie export industries. 

Imposition of protective duties is fair, it is sometimes held, 
when the object is to equalise the cost of production of home 
and competing countries, that is, when domestic costs are higher 
than those of the competing countries, the domestic producers 
are obviously at a disadvantageous position in the competition 
with the foreigners and, hence, duties should be imposed on im¬ 
ports to enable the home producers to compete with the foreign¬ 
ers on equal terms. Expansion of the protected home industry, it 
should be remembered, will depend on the elasticitj^ of home 
demand for the protected commodity and also on the increase 
in the costs of the industry while it expands. Inspite of pro¬ 
tection, if some imports are made, it may necessitate further 
e^rpansion at higher costs and, therefore, further protection by 
raising the import duty. An import duty is like an indirect 
tax and in ^is case the burden on the consumers will be con¬ 
siderable indeed. Also, this, in practice, may mean protecting 
the least efficient industries unable to compete with the . foreign 
rivals in fair competition and, therefore, is undesirable^ 
Besides, such endeavours will always be fcdlowed by tetalk« 

^ it Itowever, be noted that the level of wages in difietent industi^ 

'iBiBV lie dtflegpuii because vf diflat^ees hi the ptbduetivity of their lab^ 
due to -vuloua leaioiis 04 /^ workers may he mote 

w iihW w if t iia'iwMw.be■ etc#'' . 
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tion by others and hence, will put obstruction to smooth inter¬ 
national trade. 

If, therefore, the mercantilists were wrong in their advo¬ 
cacy for encouraging exports with a view to amass precious 
metals, the present-day defenders of the policy of protection 
will err if they endeavour to restrict imports in order to ensure 
all round progress of the country. For, no country can continue 
to export for long prohibiting all imports. In the long run, if in¬ 
ternational trade exists, exports and imports must balance. None 
however, questions the justifiability of imposition of anti-dump¬ 
ing duties. But protection against dumping of goods by fore¬ 
igners should be only for a temporary period. Economic na¬ 
tionalism will not be beneficial for any country in the long run. 

Protection and Unemployment : Does protection really 
provide a cure for unemployment as its defenders often seem 
to suggest ? To the extent such protection leads to expansion 
of domestic industries, obviously it affords more employment 
ill those industries. But the shrinkage which such a policy 
will automatically entail in the export industries will neces¬ 
sarily result in unemployment in those industries. Protection, 
adopted as a policy, therefore, cannot bring about any net in¬ 
crease in the volume of employment.. For, in the long run ex¬ 
ports and imports must balance and hence, if tariffs restrict im¬ 
ports, eventually they will lead to a decline in the volume of 
exports too. When,, therefore, employment may increase in the 
protected domestic industries there will be a corresponding de¬ 
crease in employment in the export industries of the country. 

According to Keynes, however, there are at least two 
Ways in which imposition of tariffs may result in increasing the 
net volume of employment provided, of course, the volume of 
exports can be maintained at the old level, t^a., FirsUy, the 
country taking redburse to tariffs with a view to restrict its 
imports, may also adopt a policy of increasing its foreign lend¬ 
ing. Such a policy on the one hand, succeed in lestidct- 
Ihg the imports and therefore in increasing employment in the^ , 
i^h^ted domestic industries which^will exp^d and 1^;; 
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•Other, will be able to maintain the volume of export and, there¬ 
fore, of employment in the export industries, at the old level. 
There will thus be a net increase in employment since increased 
employment in the expanding domestic industries will not be 
offset by a fall in employment 4n the export industries. 

Such a policy, though may enable to maintain exports at 
the old level and hence docs not lead to a fall in the employ¬ 
ment in the export industfles has, however, serious limitations. 
In the first place, it means increasing employment by diverting 
domestic capital to foreign lands and may result in a decline 
in the supply of domestic capital and also in investments at 
home. Besides, exporting capital can never be adopted as a 
permanent policy for increasing the volume of employment. 
Finally, it should be noted that tariffs- not only restrict 
the imports of the country imposing them but at the same 
time curtail the ability of the foreigners to sell their goods and 
lienee, have adverse effects on their economic conditions. It 
may not, therefore, be always a wise policy to advance more 
loans to such countries, Secondly, by giving bounties to the ex¬ 
port industries from the proceeds of the import duties, it is sug¬ 
gested, exports can be maintained at the old level. But a general 
export bounty as a policy can never achieve the desired result, 
aince others will take recourse to the imposition of anti-dumping 
duties and hence, the policy will fail to serve its purpose viz., 
increasing the net volume of employment. Protection, as a po¬ 
licy, therefore, does not provide a cure for unemployment. 
Unemployment is a malady far more serious and there may be 
several causes at the itiot e.g., cyclical fluctuations in trade 
and industry, adoption of inventions, etc., which surely cannot 
he removed by tariffs. 

OTHER FORMS OF PROTECTION 

lutp^ Quotas i Fbea^n nf import quotas is also a de- 
■ for restricting the imports from foreign countries, for, aii im- 

amount, and not the vih 
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lue, of the commodity which may be imported during a given 
period. 

A quota is said to be global which restricts the total 
amount to be imported of a given commodity, the commo¬ 
dity may be imported from any country upto the limit fixed 
by the quota. *Such a system often necessitates refusal to 
senders of goods when the quota is filled and not infrequently 
countries from which a little has been imported complain of 
unfair treatment. A better device thus is to divide the quota 
among the supplying countries. The government or a Cham¬ 
ber of Commerce, on its behalf, often issues import licences 
among the different importers of the country and thus distri¬ 
butes the total quantity imported among them. 

Often, again, the government permits the entry of a par¬ 
ticular commodity at a low rate of duty but only upto a speci¬ 
fied quantity. There is, however, no restriction to the entry 
of any additional amount, that is, above the specified quantity, 
at a higher rate of duty. Such a device is known as a Tariff 
Quota, 

An import quota, again, may be Unilateral, bilateral or 
ing. It is unilateral when an absolute limit is imposed by the gov¬ 
ernment of a country on the importation of a commodity dur¬ 
ing any one period without any prior negotiation with the foreign 
governments. It is said to be bilateral when the import quota 
is determined after negotiations between different governments. 
Mixing quota may be said to be an arrangement which regu¬ 
lates or limits the proportion of foreign-produced raw material 
that could be Incorporated in the climaticaUy finished goods 
(e,g„ The British wheat regulations specifying the proportion of 
foreign wheat which may be mixed up with British wheat). 

Quotas, it is said, have certain advantages over duties. 
Bor instance, they can be easily altered and hence are mpre 
flexible than duties. They mre helpful to the home producers igil 
;th«^ tt^^ know the quantity of imports to come l^e goyeni- 
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ment also encounters less protest from the consumers when it 
fixes quotas than when it imposes duties. 

Nevertheless, the distribution of the quotas has to be arbi¬ 
trary and since such a system necessarily gives more power to 
the oflicials, there is scope fof corruption. Moreover, the gov¬ 
ernment loses revenue when it, instead of imposing import 
duties, decides to restrict imports by quotas. Finally, an im¬ 
port quota cuts off a covntry from the rest of the world mar¬ 
ket in that commodity. When, for instance, the costs of pro¬ 
duction in the exporting countries fall, the imports, under a 
stable import duty, increase and the price in the home country 
falls. But, under a quota, since the amount to be imported ia 
fixed, this cannot happen. 



CHAPTER 33 


FOREIGN EXCHANGE 

The Problem of International Payments t The Rate of 
Exchange : So long as a trader sells his goods within his own 
country and receives payments no difficulty arises. For, with¬ 
in the national boundaries there exiAs one uniform monetary 
system and in exchange for the goods he sells he gets money ac¬ 
ceptable as legal tender within the country. But the moment 
his goods cross the national boundaries, that is, the moment he 
exports to another country, the position becomes different. 
For, there is no unit of account common to all, that is, there 
does not exist anything which may be called international 
money, which can buy goods and services throughout the world 
and is acceptable in settlements of debts internationally. The 
importer to whom the foreign trader has sold his goods, has to 
convert the currency of his own country into the currency 
of the exporting country in order to pay for the goods he has 
bought. International payments, therefore, arc different from 
domestic payments in that they necessitate exchange of one 
kind of money for another. Payments to a person living in a 
foreign country and receipts fi*om a person living in a foreign 
country, involve two problems, viz,, firstly, the transfer of a 
means of payment from one place to another and, secondly, 
there is the problem of conversion, that is, conversion of the 
means of payment from the currency of one country into the 
currency of another country. ^ In other words, every payment 

1 The most expedient instrument for making such payments is the bill of 
exdiange. The operation of a bill of exchange may be illustrated in the fol¬ 
lowing w(^ ; Let us suppose, that A and B live in India and C and D live 
in V-Tt gianil Lei us 8ulh>o8e, further, that A has imported goods worth 
£5,000 from C; and B has exported goods of the same value ($.«, £5,000) 
to D. Now, in the absence of the use of a bill of exchange, shipments of 
gold would be neoessaiy for making payments for the goods boi^t by A 
tad D from C and B respectivdy. But, the use of a bill of exchange tavern 
such ah^ments of gold, which entaii considerable expenditures, unneoesaaiy 
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which has to be made (and by foreign exchange is generally 
understood the foreign money, as seen by the domestic buyer 
or seller) by one country to another necessitates an exchange 
of its domestic currency for the currency of the country to 
whom the payment has to l)e made. This necessity of ex* 
changing one currency for another raises the problem of fixing 
the rate of exchange, that is, the ratio at wfimh the domestic 
currency of a country can be exchanged for the currency 
of any other country (i.c., for any foreign currency). The 
rate of exchange between two cuiTencies, in other words, mea¬ 
sures the number of units of one currency which exchange, in 
the foreign exchange market, for one unit of another 
currency. 

“The rale of exchange, is the price of one currency in terms 
of another or, in other words, the number of units of one cur¬ 
rency which exchange for a given number of units of another 
currency. The price or rate of exchange of one currency in 
terms of others cannot be fixed but varies continuously with 
variations in the existing relation between the world demand 
for and the supply of that currency.” * And the problem of 
determination of this rate of exchange is the problem of foreign 
exchange which has been defined as that “section of economic 
science which deals Avith the means and inetliotls by which 
rights to wealth expressed in one country's currency are con¬ 
verted into rights to wealth in terms of another country’s cur¬ 
rency. It involves the investigation of the method by which 

in the fc^wing way: C who has sold goods to A draws a bill on A for 
£5,000, who. accepts the same Le., agrees to pay the sum on a specified date. 
C, now sells the bill to D, hving in the same country and thus receives pay- 
maat in his home curreney. D. who has to make payment to B, sen^ the 
bill to him t.e., B, and asks him to collect the money from A, living in his 
own country. B will present tlie bill to A and receive payment on due date 
in his home currency. e 

Now-s*days, however, the importance of bill of exchange , has co^sideuiildy 
declined. And payments are made by banker's drafts, ue., mn importer b^s a 
dm/t from a bank and sends it to the exporter who receives pnyinmt'by 
' prmehting the draft to the fpragn bnmdi of the bank or to its agent*' 

A Bfanuai'of .Ifbxeign Exchange. ' 

.1. i‘i ‘ * .> • I . , I ‘ 1 ■ ' 

• .■ . , . I ' V 
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the currency of one country is exchanged for that of another, 
the causes which render such exchanges necessary, the forms 
which exchanges may take, and the ratios or equivalent values 
at which such exchanges are effected.” ^ 

Balance of Payments : The balance of trade is a list of 
the values of t^gible goods (i.e„ visible and can be weighed 
and counted) which a country imports and exports and is the 
most important item in the Balance •of Payments—which in¬ 
cludes all the in-and-out payments between one country and 
the rest of the world. 

Now, except by an accident the balance of trade of a coun¬ 
try does not balance. For, either a country exports more than 
it imports or, it imports more than it exports. When there is 
a net excess of exports over the imports, the balance is said to 
be favourable, or, active, and vrhen there is a net excess of 
imports over exports, the balance is said to be adverse or un¬ 
favourable, or, passive. But a country’s balance of payments 
exactly balances. It is, therefore, necessary to bear in mind 
the distinction between the balance of payments and the 
balance of trade, which, as we have observed, is one important 
item in a country’s balance of payments. 

The items to be included in a complete Balance of Pay¬ 
ments may be divided as follows : 

A. The Balance of Visible Trade, that is, the values of 
the tangible goods which a country imports and exports. 

B. Just as a country makes or receives payments when it 
buys or sells goods, so payments or receipts are always being 
made between countries for buying and selling services too, 
though, the visible Balance of Trade takes no account of these 
services and, therefore, of payments or receipts on their ac- 
eounts. These invisible items, therefore, should also be in- 
eluded in the Balance of Payments. These include pay- 


lllMd. 
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ments which are made on account of say, shipping freights, 
insurance premiums, tourists* expenses and also gifts and 
charities made by Uic nationals of one country to the nationals 
of any other country, etc. Personal remittances and also such 
payments as War Indcnmitiee, Heparations should also be in¬ 
cluded in the Balance of Payments. 

C. Thirdly, the Balance of Payments includes every pay¬ 
ment or receipt in respect- of interest, dividend etc. It includes, 
it should be noted, every payment made by, or to, private citi¬ 
zens as well as governments. 

D. A complete Balance of Payments should also include, 
besides these items, the capital account, which may be divided 
into short-term (which includes all the changes in gold and 
foreign bank balances and other short-term credits and debits) 
and long-term capital accounts (which includes, such transfers 
of funds which give rise to long-term capital claims). Long-term 
capital account, in other words, denotes the amount of funds 
tied up in foreign investments for a considerable period of time. ^ 

The items included in A, B, and C, that is, the visible 
and invisible items of the balance of trade and receipts and 
payments of interest etc., constitute what is said to be the 
income a^cMunt of the Balance of Payments and the items in¬ 
cluded in D constitute what is called the capital account. And 
a complete Balance of Payments should include all these in-and- 
out payments between one country and the rest of the world. 

The capital account is the counterpart to the income ac¬ 
count and since the balance of payments balances exactly, the 

1 It is customaty to divide the Balance of Payments into two sectioEM, 
viz., tlie cummt balance and the capital balance, the accounts of gold coin 
and bullion being *Ab»n separately. The composition of capital account, 
.however, is a> difficult matt^. And the “ideal solution would be n) have 
UMue items representing the hnuding of cash; dhect' InteriMtioiial Xtivest^ 
m^t in Colonies, or in enterprises churned on abroad but owned -at home* 
ami finalty, loans to other countries.’^(CiowUua-*^ Outline of MoUey, 
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net total of the capital account must be equal and opposite to 
the net total of the income account. ^ 

How does a Balance of Payments Balance ? Every tran¬ 
saction or exchange, we know, Ifes two sides : an amount of 
foreign currency, bought by some body means that an equal 
amount has been sold by some body else. More plainly, over 
any period of time, the total amount pf rupees sold on foreign 
exchange market is equal to the total am'olint of rupees bought. 
In other words, if rupees are exchanged for some foreign cur¬ 
rency, then in the same transaction some foreign currency is 
exchanged for rupees. If, therefore, two lists are made vis., one 
including all elements entering into the total sales of rupees in 
the foreign exchange market and the other including all items 
contributing to the purchases of rupees in the foreign exchange 
market,—the total in either case must be the same amount of 
rupees. To state, therefore, that the balance of payments 
always balances is no more-than to state the truism that the 
amount of foreign exchange sold must be equal to the amount 
bought or, in other words, because of the double-entry book- 

^ The main credit and debit items in the current accwuiit of a country’s 
balance of payments ore tlie following: 

The credit itema, ue., international transactions giving rise to money 
f-lRinuB of the citizens of a country on the citizens of other (snmtries : (i) Value 
of visible exports (ii) Payments made by foreigners for shipping services ren¬ 
dered by it. (iii) Remittances by its nationals living abroad. (iv) Expen¬ 
ditures of foreign tourists within it. (v) Interest and dividends accruing 
to its citizens from foreign countries. (vi) Institutional contributions re¬ 
ceived by it from foreign countries. (vii) Payments by foreign governments 
to its government. 

The debit items, i.e., all international transactions giving rise to 

money of other countries’ citizens on its citizens: (i) Value of visible 

imports; (ii) Payments made by ite citizens for shipping services rendered by 
fbieifpi countries ; (hi) Remittances by immigrants to their home countries ; 
(iv) Travel expenditures tf its citizens touring abroad; (v) Interest and 
dividend payments made by it to foreign countries; (vi) Institutional oontri- 
butions made by it to foreign countries; (vii) Payments made by its gov- 
omment to forrign governments. 

Smoe the total credits and the total debits must balance, any disequilibrium 
.in tbe curmnt account of the baUmoe of payments shor'J ^ 

,, by opporite raovfauent on capital aooounis. 
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keeping procedure, the debit items in a country’s international 
accounts must be equal to the credit ileinis. 

Exports Pay for Imports t We have seen that the total 
debits and credits of a country in the long run are equal in the 
sense that the goods, moneys and services, rendered by one 
country to other conn tries plus its credits and claims of all kinds, 
will be exactly balanced by the goods, moneys and services re¬ 
ceived by it plus its obligations and debts of all kinds. 

The statement that exports f)ay for imports is similarly 
true in the sense that if a eoimlry imports goods and services 
of a certain value from other countries, then it must, in the 
long run, export goods anrl se^^'ic<^s of an equal value in pay¬ 
ment for its imports. 

When, therefore, it is slated that exports pay for imports, 
it is not merely implied ihnt at any given lime the value of 
things importetl .should cxaetly correspond to the value of the 
things exported. For, iiitermitioiinl exchanges often take place 
on the basis of credit and payments in inteniatioiial transac¬ 
tions, lhercfor<‘, are often ix)slpoiied but eventually when such 
postixmed payun'iits will be made, the gap, if there be any, 
will be bridged over. Thai is, in the long run the country's 
total credits (exports of eominodities and other credits) must 
equal its total debits (that is, imports of commodities and other 
debts). For, in the long run, every country must pay its debts 
(countries utilise their total credits to pay their total debts). 
In the long run, Ihercfon’, a country’s total credits from all 
the countries of the world must be equal to its total debts to 
all countries. 

It may be of interest to note that for any country, it is 
impossible to have a continuous favourable^balancc of trade (i.e. 
excess of exports over its imports), and to rc'ceivo the difference 
in value between exports and iipports in gold, unless, of course, 
wc assume that it is trading with a gold producing country. 

Bven if wo assume that it is trading with such a gold-pro¬ 
ducing countr|(^ its exports can continue to exceed its imports 



FOREIGN EXCHANGE 


4S9 


in the long run only by the value of the annual gold produc¬ 
tion of the country which is exporting gold. 

When, however, the country is trading with others, 
non-gold producing countries, it? exports to them can exceed 
its imports from them, only until their gold stocks arc ex¬ 
hausted. 

When, however, both the countries the excess-export¬ 
ing and the excess-importing country) are on gold standard, the 
balance of trade would reverse itself long before the gold stock 
of the excess importing country is exhausted. This is obvious, 
because, gold will come into the excess exporting country and 
lead to an expansion of its cuiTency and hence, to a rise in its 
prices. On the other hand, the prices of the country which is 
losing gold will fall since the withdrawal of gold will result in a 
contraction of its currency. It is, we know, always profitable 
to sell in the country in which the prices are high and to buy 
from the country in which the prices are low. Therefore, the 
country which was having a favourable balance of trade, can no 
longer export more since its prices have risen ; its exports de¬ 
cline and imports increase, whereas the exports of the other 
country which has lost gold increase since the prices have 
fallen. Eventually, therefore, a country’s exports become equal 
, to its imports. ^ 

DETERMINATION OF THE RATE OF EXCHANGE : 
DIFFERENT THEORIES 

Balance of Payments Theory s We have -seen that the 
total in-and-out payments of each country will have to balance 
and the function of fluctuations in the foreign exchange rates is 
to bring about this equilibrium. 

1 Attempts may* however, be made to maintain the excess of exports by 
advRncing loans to the importing countries. But the interest and the |nin- 
ciiial of auch loans must be repaid in goods and services. Payments cannot , 
ha mode in gdd, for, the available supply of gold is too smaU and, therefore, 
aj» observes X^iher, if “the creditor country refuses W acoept pttyn^ent b^v 
8 o 6& lud servio^ the only alteranative for the debtor is d|f»ul^^ . 
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The rate of foreign exchange is the price which has to be 
paid in terms of national currency in exchange of a unit of foreign 
currency. And just as Lhe price of any commodity is deter¬ 
mined by the relative strength of the demand for and the sup¬ 
ply of it, similarly, the price of a currency, that is, the rate of 
exchange is also determined by the relative strength of the 
demand for and the supply of that currency in the foreign ex¬ 
change market ^ where foreign exchange is bought and sold. 
And just as the function of the price is to bring about an equi¬ 
librium between the demand for and the supply of a commo¬ 
dity, similarly, it is the function of the rate of exchange to bring 
about an equilibrium between the demand for and the supply 
of a foreign currency. 

The rate of exchange or the price of a currency is thus deter¬ 
mined by the relative strength of demand for and the supply 
of that currency in the foreign exchange market. When, for 
instance, we speak of the relative strength of the demand for, 
and the supply of, rupees in exchange for dollars, what we 
mean is the relation of the number of dollars that are being 
offered for exchange into rupees to the number of dollars that 
are being demanded in exchange for rupees. 

Again, just as in the case of any other thing, the demand 
increases or decreases as the i)rice falls or rises, similarly, the 
demand for dollar will increase or decrease with the fall or rise 
in the price of the dollar in terms of rupees. Thus a fall in the 
price of dollar in terms of rupees will lead to an increase in the 
demand for dollar. Similarly, a fall in the price of rupees in 
terms of dollar will lead to an increase in the supply of dollar. 
For, it will be profitable for Americans to buy rupees when it 
becomes cheaper in terms of dollar (i.e.. the nrice of dollar in 
terms of rupees has risen). 

While studying the theory of value we have seen that it 
if the functioii of the price of a commodity to equate its supply 

lexehange^maiket is primatily the'oiediatiism by wl^ich ex- 
rtf, natjnn'al mnetic^' AK carried thtonsh.** CfOwthei^An Outline of 
. I>. SOB. 
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ivith its demand, that is, to bring about a position of equili¬ 
brium and the price which brings about, this equilibrium is 
known as the equilibrium price. Similarly, since the rate of 
exchange is the price of a currency, its function also is to bring 
about this equilibrium, that is, t^ equate the supply of a foreign 
currency with *its demand and the rate of exchange which 
equates the demand for and the supply of a foreign currency, 
that is, which brings al)out an equilibrium, is the equilibrium 
rate of exchange. 

Now the actual rate of exchange or the price of a foreign 
currency in terms of domestic cun’cncy is determined by forces 
of demand and supply on the foreign exchange market. These 
forces, according to the Balance of Payments theory, in their 
turn, arc determined by various items in the Balance of inter¬ 
national payments. That is, in the case of an unfavourable 
balance (a country’s imports are more than its exports) since 
the demand for foreign currency will increase, the rate of ex¬ 
change will fall. Conversely, in the case of a favourable ba¬ 
lance (its exports more than its imports) the rate of exchange 
rises, for foreigners* demand for the excess exporting country’s 
currency increases w^hile its demand for foreign currency falls. 

The Balance of Payments theory is correct in its emphasis 
that the rate of exchange is affected by the current supply of 
and demand for foreign exchange, or, in other words, the im- 
emdiate influence which determines the rate of exchange is the 
balance of a country’s international idebtedness. Neverthe¬ 
less, it is equally true that the items of the balance of payments 
are neither pre-determined nor are fixed quantities, rather, they 
are themselves dependent on the rates of exchange. The 
Balance of Payments theory does not explain the causes which 
determine the balance of trade and, therefore, the Balance of 
Payments. The theory, thus fails to explain the real causes 
which determine the rates of exchange. 

The Pimshasing Power Parity Theory : During . and 
after the First Great World War (1914-tft^. thp nf 
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cessive inconvertible paper money resulted in severe inflation 
in several European countries. Earlier, that is, upto 1014, 
since most of the countries were on gold standard, the fluctua< 
tions in the rates of exchanges were restricted within the gold> 
points. But now that the golfl standard has been abandoned 
by the countries, the exchange fluctuations cannot, be explain¬ 
ed with reference to mint parity. The question, therefore, is 
how are the rates of exchange between the currencies of the 
different countries to be determined when they are not on gold 
standard ? The rates of exchange, according to the Purchas¬ 
ing Power Parity Theory, should normally reflect the relation 
between the internal purchasing powers of the various national 
currency units. In the words of Prof. Cassel, our “willingness 
to pay a certain price for a foreign money must ultimately and 
essentially'depend on fact that this money has a purchasing 
power as against commodities and services in the foreign coun¬ 
try. On the other hand, when we offer so much and so much 
of our own money, wc offer, in fact, a purchasing power against 
commodities and services in our own country. Our valuation 
of a foreign money will, therefore, essentially depend on the 
relative purchasing power of the currencies of both countries.** 
The movements, that is to say, in the external value of a cur¬ 
rency (measured by the ratio at which it exchanges for other 
currencies) tend to follow movements in its internal value 
^measured by the prices) '*Telative to the internal valv>e of 
other currencies.** In other words, the ratio of exchange bet¬ 
ween two currencies tends to be the same as the ratio between 
the purchasing powers of these currencies. 

The rates of exchange when there are independent systems 
of inconvertible paper in different countries, according to the. 
Purchasing Power Theory of Cassel, are not determined by the 
balance of trade. The par rate of exchange* between the cur¬ 
rencies of two countries, under these conditions, is determinkl 
by the relative price-levels in the two countries. The rate 
bf, exchange between two currencies tends .to be sudi ^that the 
«a.me amount of pu^phasing power, v^hen exchanged .at ^t :. 
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should buy the same amount of goods and services in bd^th the 
countries. More plainly, if for instance, X amouiil of goods and 
services can be bought by spending £1 in England, and by 
spending, say, $6 in U.S.A., then the rate of exchange between 
England and America will be £t= $5, that is, this will be the 
purchasing power par of the two currencies. This par, how¬ 
ever, it should be remembered, is not a fixed par; it is a mov¬ 
ing par and it varies with every chanjje in the price-levels of the 
two countries. It is the norm to which the exchange rate has 
a tendency to adjust after each deviation which may result 
from unfavourable balance of payments. 

Since this par is a moving par (moving, as we have said, 
with changes in the price-levels of the countries), it follows that 
there can be a lasting equilibrium rate only when it is assumed 
that the conditions in the two countries are the same, but in no 
two countries the conditions remain the. same over a period of 
time. The equilibrium point, therefore, must be different in diffe¬ 
rent sets of conditions. How, then, arc we to determine the pur¬ 
chasing power parity which necessarily changes its position with 
the changes in the value of a currency ? 

If the conditions in the two countries under consideration 
change, (assuming that wc have started from the position of 
equilibrium) the equilibrium position also will change and the 
change in the equilibrium rate would be proportionate to the 
change in the ratio of prices in the two countries. The equili¬ 
brium rate, that is to say, is to be “multiplied by the quotient 
of the degree of inflation or deflation.” When the currencies , 
of two countries have been inflated, the new normal rate of 
exchange will be “equal to the old (mint parity) rate multiplied 
by the quotient between the degrees of inflation of both coun¬ 
tries. There will, of course, always be fluctuations from this 
new normal rate, and in a period of transition these fluctua" 
tkms are rather apt to be wide. But the rate calculate 
the w|Eiy indicated must be regarded as the ^new parity* bair, : 
.ureeh the currencies. This parity may be called :the 

, ' • * I'■ ■ ■' 1 * 
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ing power parity, as it is determined by the quotient of the 
purchasing powers of the different currencies.” ^ 

Let us take an illustration. Let us suppose that the rate 
of exchange between U.K. an4 U.S.A., in the base year, say, 
1939* that is, the year in which the relationship between diffe¬ 
rent price-levels and the rates of exchange are assumed to be 
normal, is £1 : $ 4. Ten years after, that is, in the year 1950 
the positions have altered*and suppose that the index numbers 
in 1950 indicate that the price-levels in U.K. and U.SA- have 
risen to 320 and 240 respectively. Ilcnce, the new equilibrium 

rate will be £ = $ = $ 3. 

320 

limitations of the Theory ; Cassers Purchasing Power 
Parity Theory, it is said, holds good only under very simplified 
conditions. In reality the conditions are, however, not so 
simple and various factors have to be taken into consideration 
and hence, the theory, for practical purposes suffers from va¬ 
rious limitations. For instance, in the first place, the index num¬ 
bers by using which we can measure the price-levels in different 
countries are compiled in different ways in different countries 
and, therefore, are not very accurate and sure guides. Be¬ 
sides, the selection of the base year presents some difficulties. 
The proposal to adjust the exchange rates to changes in price- 
levels on the basis of index numbers, therefore, is faulty. 
Secondly, the theory assumes that the rise in the prices in the 
countries concerned has affected all commodities in a simi¬ 
lar way which obviously is an unreal assumption. We can¬ 
not assume unchanged price relationships within all countries. 
It should be noted that the goods which are domestically 
traded do not have any direct bearing on the exchange value 
of the currency and hence their prices may fluctuate without 
diredtly affecting the exchange rate. Chily the goods which 
are ibtemationally traded inffuence. the demand for and the 

Forrign eiriiiftnge after 1014; p. 140. 
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supply of foreign currency and, therefore, the exchange rates» 
But it is obvious that the domestic prices of 'intemationaUy 
traded goods tend to be equal in different markets (allow¬ 
ances being made for transport costs, tariffs and other ddi- 
very expenses) when translated into each other at the cur¬ 
rent exchange rates. The theory, therefore, is no more than 
a truism when restricted only to goods which are internation¬ 
ally traded. ^ 

Thirdly, the theory would be even less satisfactory if 
onlj^ the prices of domestically traded goods are taken into 
consideration for purchasing power parity calculations. For, 
in that case, it has to be assumed that in the long run tho 
domestic prices of goods and services which do not enter into 
international trade move more or less in the same proportions 
as the prices of the goods and services which do enter into 
international trade move. But even in the long run, the 
percentage change of prices of domestic and internationally 
traded goods is not likely to be the same. And it is a mistake 
to assume that the fluctuations of exchange rates and inter¬ 
nal purchasing powers should be proportionate. It is, how¬ 
ever, likely, that international price changes will influence the 
internal purchasing power of a country’s currency more if in¬ 
ternational trade constitutes an important part of its trade 
and hence in this case, domestic prices and international prices 
will have a greater tendency to move together than they will 
have, when international trade constitutes only a negligible 
part of the country’s trade. In other words, fluctuations in the 
exchange rates will affect the price-levels of different coun¬ 
tries in different ways according to the varying importance 
of the foreign trade of those countries. 

Fourthly, the rate of exchange between two countries is- 
also affected by an increase or a decrease in the demand of 

3LAgfw, which gbods are intemationaUy traded depends on the occhange 
ratas, amoe ba rise in the price of foreiga currencies would make a hitherto- 
domestic commodity exportable and would remove hitherto imported axfl^ 
ftom the list of intemationaUy traded ones.'* (Hahn-Qp. Gt. p. 



446 


AN INTBODUCTION TO MODEBN ECONOMICS 


one country for the product of the other country, although, 
the price-levels may remain the same. The Purchasing Power 
Parity theory, which uses the price movements as the main 
criterion ignores the importance of other factors which may 
affect the volume of demand and “treats demand simply as a 
function of price, leaving out of account the wide shifts in ag¬ 
gregate income and expenditure which occur in the business 
cycle (as a result of market forces or government policies) 
nnd which lead to wide fluctuations in the volume and hence 
the value of foreign trade even if prices or price relationships 
remain the same.” ^ 

The balance of payments is affected not only by relative 
price changes but there are also other factors which affect the 
balance of payments. For instance, changes in incomes, ca¬ 
pital movements (e.g., for giving loans or for repayment of 
foreign debts, etc.) changes in the international demand and 
costs, etc., which, though not appreciably affected by price 
changes, yet do affect the balance of payments and hence, the 
rates of exchange. The Purchasing Power Parity theory ig¬ 
nores the importance of these fabtors and hence the practical 
usefulness of the theory is questioned. The balance of pay¬ 
ments and, therefore, the rate of exchange will be affected 
by changes in the barter terms of trade, say, due to changes 
in efflciency or in reciprocal demand, changes in the conditions 
of supply of exported goods, changes in the volume of foreign 
loans, etc., although there may not be any change in the 
relative price-levels. The Purchasing Power Parity theory is 
defective in that it does not allow for such changes in the bar¬ 
ter terms of trade. 

It is true that , there are various limitations of the Purchas¬ 
ing Power Parity Theory of Cassel. Nev^^eless, it is to be 
4Mlmitted that the riieory seeks to explain the , manner in whioh 
the rates of exchange are detemined in .the Jong run,. The 
Jhedjry also explains how the balance indebtedness is itself 

ir'Ikagittwi Nqihs^Jatwnatk^ fJttrtWKy Expei^ice, p. 
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determined by the reaction of prevailing prices in different 
countries on the rates of exchange and also on international 
movements of goods. 

Fluctuations in Rates oC Exchange : Causes: There 
are various factors which lead tb the fluctuations in the rates 
of exchange. In brief, they may be grouped as follows: 

I. Trade Operif^Uons : When a country exports more 
than it imports, the rate of exchange moves in its favour. 
Conversely, when it impo|rts more than it exports and, there¬ 
fore, its demand for foreign currency increases, the rate of ex¬ 
change moves against it, that is, the rate falls. The volume of 
exports and imports, therefore, determines the demand for and 
supply of foreign currency and, therefore, influences the 
rate of exchange. We should, however, include in the volume 
of exports and imports, not only goods but also such invisible 
items as freights, insurance premiums, tourists’ disbursements, 
etc. 

II. Stock Exchange Transactions : The Stock Exchange 
Operations also influence the rate of exchange. These trans¬ 
actions include payment of loans, interest on loans, payment 
of dividends, repayment of loans, purchase and sale of foreign 
securities by investors at home or home securities by investors 
abroad, etc. These transactions obviously affect the rate of 
exchange. When, for instance, a country grants loans to 
another, its demand for foreign currency increases, and, there¬ 
fore, the rate of exchange falls, that is, the rate of exchange 
moves against the lending country. At the time of repay- 

, payment of the loan, however, the rate of exphange will be 
'favourable to it. Similarly, when we buy foreign securities, 
the rate of exchange falls and when foreigners buy domestic 
securities, the rate of exchange of our currency rises. 

III. Banking Operations: Banking transactions, e.g., 
investment by bankers of funds in foreign countries, issue of 
travellers* letters of credit.by the banks, the underta^njg 

lof operations' by them (i.e. buying and seiilipg of 
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foreign currencies in order to make profits out of the diffe¬ 
rences which may exist between various exchange rates at any 
time) also influence the rate of exchange. ^ Baising or lower¬ 
ing of the Bank-rate also affects the rate of exchange. The 
demand for a country’s curreuijy will be more when the Bank- 
rate is high relatively to that of others, and, therefore, the rate 
of exchange will move in its favour and the demand will be low 
when the Bank-rate is low relatively to that of others and, 
therefore, the rate of excliangc will move against it. 

Besides the above factors, the financial operations under¬ 
taken by governments e.g., transfer of debts between govern¬ 
ments, repayments of loans, payments of interests, etc., and 
speculative activities, that is, sale or purchase of foreign cur- 
*rency by speculators with a view to make profit also influence 
the rate of exchange. Conditions of currency also exercise 
considerable influence on the rate of exchange. For example, 
the demand for a country’s currency will fall if there is a like¬ 
lihood of ove]>issue of paper money and hence, depreciation 
of the currency and in an extreme case, there may be a ‘flight* 
of capital as it happened in Germany after 1918. Finally, the 
political as well as the industrial conditions of a country also 
influence the rate of exchange since they influence the inter¬ 
national capital movements. 

Limits to tlie Fluctuations in the Rate of Exchange 
und^ Gold Standard; Under gold standard, wide fluctua¬ 
tions in the rate of exchange are not possible, for, the actual 
rate of exchange, when there is gold standard, can fluctuate 

1 Arlntrage Operations: There are professional dealers in foreign ex¬ 
change, who earn profit by buying up a currency in a centre where it is cheap 
and wfUing it in another centre wh^ it is dear—the margin of difference 
being thdr profit. Ihe arbitrage operations refer to tiiese operaUons in 
exthange by which these dealers eam profit from^ these differences in the 
latfis of exchanges for the same currency ruling in two or more centres at the 
saime time. By sudi operations, they, in practice, force up the unde^aiii^ 

' 'cazzency ami pndi down the overvalued currency and thus correct the in- 
eddsfetODdfes, if there be any* 
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aroimd the mmt jtar of exchange only within the narrow luiuts 
set by the gold points. When two countries are on gold stan¬ 
dard, the amount of pure gold contained in the coins of eindi 
determines the mmt por and the actual rate can deviate from 
this par only by a small amounl^^ due to the cost of transport, 
loss of interest- during the period of transit, etc., that is, in 
other words, the actual rate can fluctuate only within the 
limits fixed by the gold points. If, f«r instance, a pound con¬ 
tains as much pure gold as 4*86 dollars in U.S.A. then the 
mint par or the par rate of exchange between £ and $ will be 
£1 =$4*86 and the rate of exchange will fluctuate above or 
below this par rate but only within the narrow limits of gold 
points. That is, although, £1 can be exchanged for 4*86 
dollars, when the par rate of exchange is £ I = $ 4*86, export 
of gold involves certain expenditures e.g., cost of transport, 
insurance charges, etc., and the actual rate of exchange can 
deviate slightly from this par because of the.se expenses. And 
the gold export point is known when these expenses are added 
to the rmnt par. Similarly, the gold import point is known 
when these expenses arc subtracted from the par rate. 

Let us take an illustration : Suppose that the par rate 
of exchange between U.K‘. and IJ.S.A. is £ 1 = $4*86 and these 
expenses the expenses of shipping, insurance, etc.), of send¬ 
ing gold w’orth one pound sterling from New York to London is 
$ *6. Suppose, further, that in a given year U.SA.. has im¬ 
ported from U.K. more than it has exported. Under these as¬ 
sumptions, the maximum price at which the American im¬ 
porters will be prepared to buy pound sterling on American 
foreign exchange market instead of sending gold to U.K. will 
be $4*92 }.a., $4*86 plus $ *6, (the gold export point). If 
the price is higher ^lan this, they would prefer to send gold, 
for that would be cheaper. 

Similarly, if U.K. imports more than it exports to U«S;A. 
tjbe. maximum price the importers in London would be:.pSEt+y 
pared to, pay for buying dollar will.be $4*86 minus 
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$4*80, (gold import point). The rate of foreign exchange 
cannot be below this rate. Under gold standard, therefore, 
the rate of exchange remains fairly stable because, if the mar¬ 
ket rate deviates further from^the limits set by the gold points 
then movements of gold will take place. These gold move¬ 
ments, as we have seen, when studying the mechanism of gold 
standard, will set in motion forces which eventually will re¬ 
move the causes of disequilibrium, which necessitated such 
gold movements. The rate of exchange, that is to say, usual¬ 
ly neither rises above the maximum rate (par value plus the 
cost of transport of gold) nor falls below the minimum rate 
(per value minus the cost of transport of gold). For, if it 
does, then, in the first case, persons who have to remit money 
abroad, will find it cheaper to send gold and incur the cost of 
transport rather than buy bills at a rate exceeding the par 
value of exchange by the cost of sending specie and, in the 
second case, those who have money owing to them from abroad 
e.g., exporters and others will find it cheaper to call for gold from 
the importers or debtors abroad, rather than sell their bills at 
a rate which falls below the par of exchange by more than the 
cost of importing gold. 

It should, however, be noted that so long as the gold 
contents of the coins do not change, the mint par remains 
stable but the gold points may change because of an increase 
or a decrease in the cost of transport, insurance charges, etc. 

When, however, there is no gold standard and the coun¬ 
tries are on inconvertible paper—the rate of exchange may 
fluctuate very widely with every change in the demand for and 
supply of foreign currency. 


Elimination of the Exchange Risks t Traders, .when 
there is no fixed parity, are obviously exposed to a good deal 
cf uncertointy, and, hence, all foreign trade becomes risky* 
Before; the First Gient World War, such exchange risks were 
hpiiso great because fluctuations in the CKc^nge rates were 
to partow limits of gold points, since the coun*^ 
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tries were on gold standard. But these risks and uncertain¬ 
ties become considerable when the countries are no longer on 
gold standard, but have inconvertible paper standards. What 
measures are usually adopted eliminate these exchange 
risks ? These risks are often sought) to be eliminated by the in¬ 
clusion of an Exchange Clause in the bills of exchange, that 
is, by the inclusion of a clause which, “fixes the method of 
arriving at the rate of exchange at which the drawee must pay 
the bill.” When, for instance, contracts are made with the 
clause “Exchange as per Endorsement,” it simply means that the 
rate of exchange at which the debtors will have to make pay¬ 
ments is fixed in the contract. The clause, ‘Exchange as per En¬ 
dorsement’, enables the bank in the exporting country, to whom 
the drawer sells the bill, to fix the rate of exchange at which the 
draft will become payable in terms of foreign currency. But 
the most effective method which is adopted with a view to eli¬ 
minate or reduce unexpected losses due to wide fluctuations in 
the rates of exchange is Forward Exchange. What is meant by 
a forward contract in foreign exchange and how the risks of 
exchange are eliminated or ‘hedged’ ? It can be illustrated thus : 
Mr. A, for instance, who has imported commodities worth 
£5,000 from England has to make jiayments for the imports 
after 3 months. Now, under independent currency systems, 
there are risks of fluctuations and, Mr. A, therefore, cannot be 
sure about the actual sum which he will have to pay after the 
specified period of time, that is, three months, in terms of 
rupees in order to get £ 5,000. To avoid such uncertainties, or 
the risks of exchange fluctuations, what Mr. A ^oes is, he buys 
from his bank forward sterling at a rate agreed on now. In 
other words, he makes an arrangement with the bank and 
isettles the rate at vjiich it will give him £5,000, after three 
months and thus becomes certain about the sum of rupees that 
he will have to pey. Any individual thus may acquire command 
over foreign, currency at a specified future date by making ar- 
rangements with banks or foreign exchange dealers, which ^ 
enable him to obtain a certain amount of foman curii<«ii!V 

. ' ' j 



45 $ 


AN INTRODUCTION lO MODRRN ECONOMICS 


af^ainst j>ayniciit on that date hi domestic currency at a stipu¬ 
lated raie and Ihu*^ avoid the risks and uncertainties of ex¬ 
change fluctuations. 

< 

It is, thus, c\idcut that there exist two rates of exchange 
viz.^ the “Spot rate', that is, the rate whicli actually prevails 
at the lime of the coidracL for cash transactions and 
the ‘Forward rate* for ‘future’ transactions, that is. for transac¬ 
tions in titles to foreign currencies at some future dale. This 
forward rate is determined with reference to the spot 
rate and also the earnings on the foreign balance as compared 
with those on tlie short-term funds at home. And, the margin 
between the two rates d('[Ycnds upon (i) the cost of borrowing 
in the two centres and (ii) the degree of iincerlaiuiy or other¬ 
wise, of the future course of the exchanges. 

By the use ol‘ the i(>chniqu(‘ of the forward exchange market, 
thus, the trad<‘rs and businessmen transfer the risk of fliictiia- 
tious in the exchange rates to the banks. The risk, therefore, 
is only transferred but not eliminated altogether. Now, what 
the banks actually do to meet these risks ? A bank will sell 
forward <‘xciiaiige at a discount from the spot rate, when the 
rate of interest abroad is higher than the rale of interest pre¬ 
vailing at home since in that case it will cam higher interest 
on its funds. If, however, the domestic rale of interest is 
higher than th«‘ rate of interest abroad, it will quote forward 
exchange at a premium over the spot rate ^c., it will charge a 
premium from the customers, since it will not meet the deficit in 
profits fi’om its own pocket. In other words, the difference 
between the spot rate and the forward rate will depend on the 
rates of interest prevailing in the two countries. In some cases, 
the bank may simply offs<*t two transactions by ‘marrying them/ 
(that is, offsetting of future supply of foreign currency with its 
future demand). There are, for example, two traders and one 
of them asks the bank to buy a certain amount of forei^ cur¬ 
rency three months* forward and the other asks it to sell the 
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exact amount three months' forw'ard. The bank in this case 
will ‘marry* the two transactions, that is, will offset these two 
transactions without incurring any loss. 

Besides, the difference between the rate of interest at home 
and abroad, the forward rate is alscPinfluenced by currency con¬ 
ditions e.gr., chances of appreciation or depreciation of curren¬ 
cies, speculative activities, etc. 

Fixed Vs. Fluctuating Exchangef: No one questions 
the desirability of stable rates of exchange. And the gold 
standard is often supported because the rates of exchange under 
gold standard, it is claimed, do not fluctuate abnormally. 
By ensuring stability in the rates of exchange, the gold standard 
eliminates the risks and uncertainties from the transactions with 
foreigners and thus encourages foreign trade and investment. 
But, even under gold standard, we know, the rates of exchange 
are not rigidly fixed—they fluctuate because there must always 
be some distance, however small, between the gold 'points. Be¬ 
sides, the maintenance of rigidly stable rates of cxcliange 
often subjects the internal economic system to inflationary or 
deflationary pressures which may not be desirable. Under gold 
standard, for instance, every country is forced to deflate or 
inflate its currency when other countries are deflating or in¬ 
flating, for, every country must bring its price-level into line 
with the world gold prices. And it is now considered more 
important to maintain the internal economic stability and to 
keep domestic economy free from external disturbances and 
hence, freely fluctuating rates of exchange are considered more 
desirable than rigid exchange rates. When exchange rates are 
allowed to fluctuate freely, (that is, purchase and sale on 
foreign exchange markets are free from any interference and 
the governments do not influence these rates by undertaking 
the purchase or sale ofTforeign exchange) the domestic mone¬ 
tary policies will l>e free from external disturbances because 
these will be independent of the balance of payments situation. 

Bui freely fluctuating rates are not without certain serious 

. •* .n, ' . '. 
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defects. For instance, they will imply increased exchange risks 
and so will obstruct the free flow of goods and capital across na¬ 
tional frontiers, fluctuating exchange rates, again, are sure to 
discourage long-term foreign investments. And finally, when 
the rates of exchange are {flowed to fluctuate freely, internal 
stability may not always be secured at the expense of external 
stability. For, fluctuations of exchange wilf affect the prices 
of imported and exported articles and, therefore, any abnormal 
fluctuations of exchangl are likely to disrupt the internal stabi¬ 
lity also, because, the national price-level (comprising the prices 
of domestic as well as internationally traded goods) will be 
affected by changes in the prices of internationally traded 
goods, resulting from exchange fluctuations (which affect the 
prices of the imported and exported goods). 

Exchange Depreciation : Exchange depreciation implies 
adoption by a country of a new and lower parity of exchange. 
When a country resorts to exchange depreciation, it means that 
it revises its exchange rate and fixes it at a lower level. Ex¬ 
change depreciation thus denotes a type of flexible parity where 
revision of the rate of exchange is made in the downward direc¬ 
tion only.^ 

Does exchange depreciation give a bounty to exports and, 
hence, stimulate a country’s exports ? It is true that so long 
as the internal prices and the costs (in the form of higher wages 
etc.) do not rise by the same percentage as the rate of exchange 
depreciates, the exporters receive more money by selling their 
goods in the foreign markets. But exchange depreciation can¬ 
not provide such stimulus for a long time and hence the pro¬ 
ducers of exported goods cannot enjoy the bounty for a long 
time. Because, gradually the internal prices and costs will rise 
and, sooner or later, they will rise by the same percentage as 
the faU in the rate of exchange, and heifl:e, the bounty 
appear. Secondly, the possibility of enjoying a ^unty/|>y 

< . 1 By ileidbte parity is meabt that the currency o! a country, thouj^ 

pftg gft ii to or some eurrency, in iwtual prii^ioe is not kgi^ so as- 

. and it reserves the right to <^ange the pafliy if it copddi^ heoess^iy- 
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exporting more also depends on the supply and demand con^ 
ditions of the commodities in the foreign markets and, finally, 
the export advantage resulting from currency depreciation 
cannot be enjoyed for long because other countries may also 
resort to competitive currency depreciation or may levy anti¬ 
dumping duties and take recourse to quota restrictions, etc. 

Depreciation of a currency, if it is over-valued, will 
be advantageous in so far as it will exert an inflationary 
influence and encourage investment in- export industries. But 
the effects of exchange depreciation, if it leads to a deliberate 
under-valuation of a currency, will be deflationary. Besides, 
devaluation “can hardly be a recurring expedient. If a country 
devaluates its currency every time it suffers from an unfavour¬ 
able balance, it will destroy the confidence of traders and specu¬ 
lators in the fixity of its exchange rate and lead them to expect 
further depreciation.” ^ Such loss of confidence of traders 
will surely be detrimental to foreign trade. 

Exchange Control : Direct participation in foreign ex¬ 
change transactions was adopted by the Central Banks even 
during the 'twenties in connection with the gold or gold exchange 
standard. But, in later years, that is, in the 'thirties, after the 
abandonment of the gold standard and specially under the 
stress of the great depression, many Central Banks were given 
wide powers to acquire foreign exchange and control the ex¬ 
change markets of their countries. In some countries Exchange 
Equalisation or Stabilisation Funds were brought into existence 
or, a system of general exchange control was introduced. Dur¬ 
ing the 'thirties the regulation of the exchange rates was con- 
ciously adopted as a comprehensive instrument of economic or 
financial policy of the governments. This had been so because 
some sort of control was felt necessary to prevent abnormal 
fluctuations in the exchange rates and to make the rates of ex¬ 
change different from what they would otherwise be, that is, 
without such control. 

1 Caiiiiicirasa-^ €it p. 868, 
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Now, what is meant by exchange control ? By exchange 
control is meant a system in which the government of a country, 
with a view to controlling international transactions and the ex¬ 
change value of its currency, intervenes to maintain a rate of ex¬ 
change which is quite differentrfrom what would have prevailed 
in the absence of such intervention and to require the home buy¬ 
ers and seDers of foreign currencies to dispose of their foreign 
balances in particular ways. In the ab.sence of any such inter¬ 
vention, the citizens of a country are free to buy and sell foreign 
exchange to any extent without any restriction. ^Tien, how¬ 
ever, the government of a country desires to institute exchange 
restriction, the monetary authorities themselves buy or sell 
foreign currencies with a view to change the exchange rates in 
the desired direction or they may impose direct control on ex¬ 
change operations both in matters of acquisition and allotment 
of exchange resources for various purposes. The purpose, in 
either case, obviou.sly i.s to control the external value of the 
currency of the country. 

Objectives of Exchange Control : There would be no 
need for contrfd or management of exchange by a government 
were it satisfied with the rate of exchange determined by the 
free inter-play of demand and supply. It is thus evident that 
the exchange market is controlled by a government because it 
desires to make the rate of exchange different from what it 
would be without such control. 

Exchange control may be instituted by a government with 
any of the following objectives. ^ 

(i) To maintain the exchange value of the currency at a 
level which is higher than what would have prevailed in a free 
market, that is, in the absence of such control; 

^ i m .MM I HM l 

^ Exchange Control may also be resorted to for protective and 

the objeci>.as in the case of Chile, may also be to obtain fey:«»ue. Aiooimtl^* 
again, may adb^ a policy of exchange oontrol with a viW to favi^iir, 
relations with particular countries. And with thii and in view, it . 

.M<«lrihe ebeckl exefaanitie rates dm goods of the favonnd oouaities. 
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(fO To depress the exchange value of the currency below 
the free level; 

(m) To keep the exchange value of the currency roughly 
stabilised over a long period of time, (that is, to keep it roughly 
equal to the value that would equate the demand and supply 
but to avoid alkfluctuations which are likely in a free market). * 

The objectives of the control, that is to say, may be ‘over¬ 
valuation,’ ‘under-valuation* and ‘staBilisation’ or ‘avoidance of 
fluctuation.* 

A country may delibesrately over-value its currency with a 
view to facilitate purchases from abroad. Great Britain, for 
instance, over-valued her currency during the First Great War 
for facilitating purchases from the neutral sources. Secondly, 
over-valuation may be resorted to by a country, which has 
contracted a large foreign debt and has to pay the interest or 
repay a part of the principal. Grenerally speaking, therefore, over¬ 
valuation proves advantageous for a country when it has to make 
heavy payments to others either for imports or in connection 
with debts. Often, again, a country resorts to over-valuation 
of its currency for purely psychological factors. 

But over-valuation has serious consequences which should 
not be overlooked. The internal prices of a country whose 
currency is over-valued (that is, the value of whose currency 
is flxed at a level higher than what would otherwise have pre¬ 
vailed) are higher than the corresponding prices elsewhere. 
It, therefore, leads to contraction of exports and expansion of 
imports (assuming no preventive measures like tariffs, quotas, 
etc., are adopted) and diminuation of economic activity at home. 

In view of these serious consequences, often countries take 
recourse to under-valuation of their currencies (that is, keeping 
tke value of the currency at a level lower than what would, 
otherwise have prevailed in a free market). The effects of iinder^ 

valuation are the opposite of those of over-valuation. A coun- 

,1 , 111 ' 

lEaiobangecoiitrol, by diedang tke flight of capital, also help? to . 

the fate 
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try may deliberately under-value its currency to encourage ex¬ 
ports and discourage imports and also to give support to the 
general level of prices. But deliberate under-valuation of a 
currency may lead to competitive exchange depreciation by 
others and hence, no gains maysaccrue from such deliberate un¬ 
der-valuation of a currency. Besides, under-valuation may be ad¬ 
vantageous for countries like New Zealand whose foreign trade is 
important to themselves but unimportant in comparison to the 
total world trade. But it is not likely to be successful in a 
country like U.SA., whose foreign trade, though constitute a 
considerable proportion of the total of world trade, yet, com¬ 
pared with the total American production and trade, is unim¬ 
portant. 

Thirdly, a country may resort to exchange control with a 
view to. avoid fluctuations. Avoidance of exchange fluctua¬ 
tion is no doubt a plausible objective of monetary policy in 
theory but, in practice, it is “difficult to define and execute.” 
“The objective,” observes Crowther, “should be to prevent 
those fluctuations of the free market rate which are purely 
adventitious or temporary without interfering with changes of 
rate which correspond to real alterations in the respective 
values of the different currencies.” ^ 


Methods of Control: There are different methods which 
the government of a country may adopt with a view to con¬ 
trol the exchange rate. The following are some of the methods 
which are usually adopted. 


1, Intervention .—^In order that the control may be effec¬ 
tive, the government of a country should be able to influence 
the demand for and supply of currencies in the foreign exchange 
market. Broadly speaking, therefore, a government may, if 
it wants the rate of exchange to be different from what it would 
be without, its intervention, that is, by tlte forces of d:filmiuid.. 
and,supply iu a free marl^t, either enter the exchange mioket 
on its own account and add to the demand for or th6 sunblv 

I iW . ■ . 1 
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of the currency in which it is interested^ or, it cnn prevent 
some of the existing demand or supply from reaching the mar¬ 
ket. That is, it may adopt the policy of Intervention or Res¬ 
triction. 

When a government adopts the policy of Intervention, it 
enters the foreign exchange market with a view to hold the 
value of its currency up or to hold it down. When the object 
of Intervention is to keep the currency up to a fixed exchange 
value, the currency is said to be ‘pegged* at that value. Usually,, 
by ‘pegging’ we mean ‘pegging up’ but we may use the term 
‘pegging down’ when the object is to maintain the currency at 
a fixed undejvvaluation. ^ In any case, the object of exchange 
pegging is to minimise fluctuations in exchange rates by fixing, 
an official rate. 

Intervention, however, does not necessarily mean fixed 
rates. A government, if it so desires, may intervene to sup¬ 
port or depress the value of its currency without caring for a 
fixed rate. But its ability to control the exchange rate by In¬ 
tervention entirely depends upon the resources which it can 
utilise for the purpose. And it should also be noted that In¬ 
tervention is possible only temporarily and not permanently. 

Restriction : A policy of Restriction involves a compul¬ 
sory reduction by the government of a country of the supply 
of its currency coming into the market with a view to main¬ 
tain the value of the currency by thus increasing the demand 
relatively to the supply. The government, in order to achieve 
its end, curtails the freedom of the market by various ways and 
may centralise all trading in foreign exchange in the govern¬ 
ment or its agents and also may make it necessary to obtain 
permission from it before the national currency can be offered 
in exchange for any other. 

Compensation Agreements : Compensation agreements 
are much like the barter agreements. By such agreements, the 
traders in two countries make their own arrangements for ex* 

iSee Crowther—Op. Cit. p. 
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changing their goods. Imports, that is to say, under such ar- 
rangements, compensate for the exports—eliminating thus the 
necessity of any settlement in foreign exchange. For example, 
the country A sells coilon goods to the country B of a certain 
value, and in exchange B supplies A woollen goods of an equi¬ 
valent value, at a rate of exchange mutually agreed upon by 
both of them. Imports thus compensate for the exports and no 
balance is left necessitating settlement in foreign exchange. 

Qearing Agreements : Exchange control gave rise to 
dealing agreements. By clearing agreement is meant an under¬ 
taking by two (or more) countries to buy and sell goods and 
services to each other at mutually agreed exchange rates, against 
payments by buyers entirely in their, i.e., buyers’ domestic 
currency and the balance of claims, if there be any, are settled, 
as between'the Central Banks at the end of stipulated periods, 
dther by payment in terms of gold or an acceptable third 
currency, or, it may be agreed upon that the balance should be 
allowed to accumulate for another period in which the creditor 
country works ofiF the balance by extra purchases from the 
other country. 

Payments Agreements : A Payments Agreement may be 
, -said to be an arrangement made with a view to obtain payment 
redprocity without altering the usual procedure of making 
foreign payments through the exchange market. Each country, 
under this arrangement, agrees to establish a method of con¬ 
trol by which its citizens are made to buy goods and services 
from the other in amounts equal to the latter’s purchases from 
it the first country). In other words, a country with a 
credit balance is forced by the country with a debit balance to 
increase its volume of purchases from the latter the coun¬ 
try with a "debit balance). 

. w Aeeoimts : Under the systeni of. ^blocked ac-’ 
the debtors are compdied to pay their debts to the 
foreign creditors into accounts in the Cehtnd Bank standing in 

names of the forotgn/creditors. These aecounto are said 
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to be lilocked’, beeauso, they cannot be converted into foreign 
currency. These aicounts, ho\ivever, may be used by the 
creditors for anj purpose nithiii the debtor country. 

In Germany, for iiist«ince^lhc ‘blocked accounts* meant the 
deposits in marks at tlie Heichsbank in favour of foreigners 
and these funds could be used only for specific purposes or for 
so-called ‘additional exports*. Often, the foreign owners of 
these blocked a<*(ouiJls weie compelkd lo sell their funds even 
at a discount. 

Advantages and Disnd^ antages of Exchange Control t If 
judiciously adopted, exchange control may encourage exports 
and also maj- succeed in reducing the consumption of unneres^ 
sary imports. Exchange control, in the second place, by elimi¬ 
nating frequent and abnormal fluctuations in the external value 
of a currency cheeks sjieculative activities and stimulates fo¬ 
reign trade since thc‘ traders are relieved of the anxiety and risk 
arising from the uu^*erlainly of exchange fluctuations. Ex¬ 
change control, during the years of depression, enabled the 
debtor countries lo purchase from each other and also from 
financially stronger eouiiti’ies and thus served to stimulate 
foreign tradi*. Besides, as Hansen observes, ^ for primary pro¬ 
ducing countries aspiring to industrialise their economies, such 
control may be uecessarj. 

Whatever the advaiilages of a system of exchange control 
it has serious defects, too In the first jilacc, the system kills 
economic incentive and obstructs free flow of goods as well as 
capital and hads to diseriminatory regulation of foreign trade. 
The system of such control, moreover, tends to bilateralize trade 
relations between any pair of countries which otherwise might 
not have been the case. Finally, exchange control often en¬ 
courages evasion, alemoralisation and various other corruption. 

Exchange Equalisation Account t In 1932, the Exchange 
Equalisation Account was established in England with the ob¬ 
ject of controlling abnormal fluctuations in the rates of foreign 

1 Haaseii— America's Bole in the World Econon^, ^ 184. 
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'CXchaDge which the country experienced after the suspension of 
the gold standard and thus to insulate the internal monetary 
market from the harmful effects of such fluctuations. The 
object of the Account was, therefore, neither to over-value nor 
to under-value the pound. It was established with a view to 
smooth out temporary fluctuations and to offset speculative 
movements in sterling exchange rates and also to offset, as it 
has been said, the inward and outward movements of ^refugee 
•capitar, while allowing the ‘real’ causes to affect the long-term 
trend. 

When the Exchange Equalisation Account was established 
in 19312, it had a capital of about £175 millions. But gradually 
this amount was raised and in the year 1937, the total funds 
amounted to £575 millions.^ The Exchange Equalization Ac¬ 
count is controlled by the British Treasury and its 
day to day business is conducted by the Bank of England 
as the agent of the Treasury. The main object of the Account, 
as has been said, is to prevent fluctuations in the sterling ex¬ 
change rates and, with this end in view, the Fund is utilised for 
buying and selling sterling in exchange for foreign currencies 
when considered necessary e.gr., the Account sells sterling to 
those foreigners who desire to transfer their funds into sterling 
and thus prevents any rise in the sterling exchange rate. The 
main objects for which the Account is operated arc, in brief, the 
following; to counteract against any undue buying and sell¬ 
ing of sterling, to exchange sterling only for those foreign cur¬ 
rencies which are convertible into gold on demand, and to off- 
aet an influx or efflux of foreign capital and thus to insulate the 
internal economy from any undesirable external influence. 

The Exchange Equalisation Account worked smoothly so 
long as U.SA. and France were on gold standard. For, the 
value of dollar and franc, in terms of gold, was more or less 
atable, fluctuated a little in relation to one another. At 

of the ^chsage EqhbliBettoii Aeoaimt coasiet of 
ft & of Tnaiwer Bift and paxduuM^ in the open miucket or- 
(ftna Baokt of Fwkce end ITBA. 
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first the Account purchased dollars in exchange for sterling 
which were converted into gold in New York and no diflGiculty 
arose. When, however, in 1933 U.SA. abandoned the gold 
standard, the Account operated# in francs, and converted them 
into gold in Paris. But the position became difficult when gold 
standard was abandoned by France also. And, complications 
arose after the collapse of the Gold Bloc and the depreciation 
of dollar and franc. For, it was*surely risky for the Ex¬ 
change Equalisation Account to carry on transactions with the 
principal currencies, if they were not interchangeable with gold 
on demand. The difficulty was, however, avoided by the Tri¬ 
partite Currency Agreement between England, France and 
America of 1936, under which the countries agreed to buy from 
each other their own currencies in exchange for gold within the 
next 34 hours. 

The establishment of the Exchange Equalisation Account 
obviously has proved the ability of the device to ‘iron out* tem¬ 
porary ups and downs in the exchange rates. And since, the 
operations of the Account are kept secret, it succeeds in avoid¬ 
ing the undesirable influences of speculation in exchange. 



CHAPTER 34 


THE THEORY OP EMPLOYMENT 

t 

The Meaning of Unemployment: Genetally speaking, 
everybody has some idea, may be in a vague way, about what 
is meant by ‘unemployment.’ For, the most baffling problem 
for the statesman, as well as for the economist today is the prob¬ 
lem of unemployment, on the satisfactory solution of which 
depends in no small measure the existence of the edifice of the 
capitalist system. And a study of the problem of unemploy¬ 
ment calls for precision about the concept itself. 

Who is an unemployed ? Any man capable of working but 
not doing any work is not necessarily an unemployed man. 
For, there have always been parasites in society who voluntarily 
choose to remain idle. Sheer reluctance or idleness (or, even 
ill-health, sickness etc.) may thus prevent men from doing 
work and such people as remain without any work for such 
reasons are obviously not unemployed. Again, not only a man 
should be willing to work but he should be willing to work at 
the prevailing rate of wage. A man is not unemployed simply 
because he refuses to accept the current rate of wage and so 
remains idle. A person is unemployed only when he does not 
find any work although he is willing to work at the current rate 
of wage and, while we speak of the problem of unemployment, 
we have in mind this involuntary unemployment, that is, this 
inability of the willing workers to find work at the current rates 
of wage. 

Causes of Unemployment; There may be several causes 
leading to unemployment For instance, men may be thrown 
„ out of employment simply because change in the consumes* 
preferences may lead to a fdl in demand for certain lutides. 
Changes in the fashion, haHbs, etc., of tiie consumers lead to 
mfilr^jnstmettts b^twe^:^e depoand for and supply of labw 
tj^ii^ cau^^unemplpyme 3^ndly, changes in industrial 


i. 
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organisation and technique of production, that is, changes in 
the structure of industry may lead to unemployment. Such 
unemployment is known as structural unemphyment, and may 
be. due to various causes, e.g., introduction of labour-saving de¬ 
vices or adoption of an innova ti»n which causes a shift in demand 
from one product to another and leads to mal-adjustments bet¬ 
ween the demand for and supply of services of particular types of 
labour, etc. Unemployment may also be caused by the migra¬ 
tion of industry from one region to another. Again, there are 
industries which require large number of labourers but only for 
a certain period of the year and during the rest of the year 
these workers remain idle. Unemployment of this type 
is known as seasonal unemployment. 

Unemployment may also arise because of fluctuations in 
the demand for labour in some industries which employ casual 
labour e.g., docking, building, etc. For some days, the busi¬ 
ness may be brisk and a firm maj’^ employ considerably large 
number of men, while tliey will have no work when there will 
be less work of the firm. In fact, the number of workers which 
the Arms in these industries employ fluctuate widely from day 
to day. 

Cyclical Unemployment ; In the capitalist system a no 
less important caqse of unemployment is the trade cycle. So 
far we have discussed unemployment as it exists or occurs in 
particular trades or group of industries. But there may be 
unemployment of a more serious and general character affect¬ 
ing the industries in general and in several countries simulta¬ 
neously. History of the past years will sho^ that there have 
been a fairly steady alternations of booms and slumps with the 
consequent fluctuations in the demand for labour-increasing 
during the period^ of optimism and prosperity, and declining 
during the periods of depression and all-round pessimism. Un^ 
employiheint resulting from the wave-like or cyclical fluctuations 
in industries in general is known as cyclical tmemphym^i, 

, in a ;canit®lisl system the volume of employment is lar^ly 
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governed by movements of these trade cycle!*—^increasing dur¬ 
ing the boom and falling during the slump. The trade cycle 
has, therefore, approprialely been said to be primarily “an em¬ 
ployment cycle." 

According to the classical theory, however, under condi¬ 
tions of full equilibrium there can be no unemployment. Such 
unemployment as may exist at any time, according to this theory, 
is either of frictional lhal is, arising from shifts in demand 
and the const*qucnt temporary mal-adjustment, or, of voluntary 
iype^ that is, arising from the unv illiiigness of the labourers to 
accept a cut in the rate of real wages. In other words, when 
there is competition among the hibourc'rs, willingness of the 
unemployed \^o^kers to accept lower and lower wages will even¬ 
tually lead to full employment and thus under conditions of 
equilibrium, there cannot exist an> unemployment, besides, 
of course, tin* uuemplo.x ment of frictional or tmlvnlary type. 

According lo Ke,\nes, however, men maj not find jobs and, 
thert‘fore, may remain uncinployed, even if they are willing to 
work for less than the current real wage. That is, there may 
exist >vhat he says, involuntary unemployment. “Men are 
involuntarily unemployed," according to Keynes, “if, in the 
event of a small rise in tlic price of wage-goods rela¬ 
tively lo the money wage, both Ihe aggregate supply 
of labour willing lo work for the current money-wage and the 
aggregate demand tor it at that wage would be greater than 
the existing volume of employ men t.”' 

Unemployment, thus, simply may be due to the fact that 
the current demand for goods and services is insufficient to ab¬ 
sorb the services of all available labour into different occupa¬ 
tions. Now, increased demand for goods and services and, 
therefore, more employment, is only possible if people spend 
more on consumption or on investment. But people spend pro¬ 
portionately less on consumption when their money incomes 


3 ICern«MH--Geaenl Theoiy of Employiqent, Interest end Money, p. 16. 
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increase, hence, the cure for unemployment lies in expanding 
investment in capital goods sufficiently. 

There have been various suggestions for removing unem¬ 
ployment but no single remedy can be suggested. Be-oi^ani- 
sation of industry, suitable provision for subsidiary occupations, 
increasing mobility of labour, suitable monetary and investment 
policies, are some of the generally accepted remedies of unem¬ 
ployment. 

The Theory of einployment : We have discussed the 
meaning of unemployment. Now it is necessary to understand 
the concept of full employment. Full employment, it should 
be remembered, docs not mean complete absence of unemploy¬ 
ment, or, in other words, 100 p. c. employment- For, there 
will alv’ays remain some men out of employment, e.g., those 
who have left one job and are seeking another, or those who 
are seasonally unemployed, or, are waiting for fresh training for 
different occupations, etc. At any given time, therefore, full 
employment does not mean that no man remains unem¬ 
ployed. It refers only to the stale in which unemployment of 
the involuntary type is kept as low as possible. ^ 

Keynes’ Theory of employment When the effective 


1 For Keynes' definition of ‘invfiiuntary unemployment’ see p. 406. 

2 Keynes, in his General Theory, inaiutains that saving and inveslxnciit 
must necessarily be equal. By saving is meant the income which is not spepl. 
it is the ^‘excess of income over expenditure on consumption” and by invest¬ 
ment ia meant the output which is not consumed, i.e., it is “that pari of 
the income which has not passed into consumption.” Since income and the 
value of the current output are equal it naturally follows that savings and 
Investments ate equal. In other words, in the community;, when some people 
save more, they obviously spend less on consumption goods and this, in its 
turn, reduces the saving capacity of other people. In the end, therefore, the 
■aggregate Savings and a^ipegatc investments of the community must remain 
the same as before. “\^!Jlilst, therefore,” observes Keynes, "the amount of 
saving is an outcome of the collective behaviour of individual consunrers {uid 
the amount of jovestment of the colleclive behaviour of individual entrepre¬ 
neurs, these two amounts are necessarily equal, since each of them is equal 
to the excess of income over oemsumption.” (Keynes—General Theory, p. 6S). 

If, for instance, those who save hoard, it will Mmply mean that! othcis, 
.■lihose- iwcomas will fell, will dishoard. Again, if the ——- 

'' i • > ' i ' ' ' * ' 
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demand, that is, the demand, for the output as a whole is high, 
the volume of output to be produced will also be more and 
hence, the volume of employment to be offered to the factors of 
production will also be more. Given the technique of produc¬ 
tion, the volume of employiSient, according to Keynes, there¬ 
fore, is uniquely correlated with the volume of output. The 
three fundamental psychological factors which, according to 
Keynes, determine the national income and the quantity of em¬ 
ployment are : the psychological propensity to consume, the 
psychological attitude to liquidity and the psychological expec¬ 
tation of future yield from capital assets. 

Now, increased effective demand is possible if the rate of 
total spending increases, that is, if the consumers spend more 
on consumption and thereby increase the demand for consump¬ 
tion goods which, in its turn, will lead to more employment or, 
if firms or the government spend more on investment leading to 
an increased demand for investment goods and, therefore, to 
employment of more men in the production of those goods. At 
any given moment, therefore, the effective demand (which is 
equal to the total sale proceeds of output) depends upon con¬ 
sumption-expenditure and investment-expenditure. Now, what 
are the forces which govern these two types of expenditures, 
that is, consumption-expenditure and investment-expenditure ? 
The volume of consumption-expenditure depends mainly on the 
level of money incomes of the individuals. That is, more or less 

more than the oommunity intends to save, increased investment will lead to 
Increased income, and hence, to increased spending on consumption. In¬ 
creased expenditure on consumption will generete more income until, even¬ 
tually, it becomes so large that the community saves as much as was in-' 
vested and thus t.o., through changes in income, an equality is brought about 
between saving and investment. Alternatively, if more a saved by the com¬ 
munity, eventuaUy, the equahty between savii^ and bvestmemt wiH' be 
brought at a bwer level of income. ' . > -. 

All this can be iJQustrated in the form of the foBowbg equatbnt 
, Saving == Income — Consomptiom 
' ConsnmqAbB -f- Jnvestmra xs Vidue of <mt|mt =x Ihoome 
! jtbmefoire, Investment « dbcome — Consumpfion e:. ^ving 
& 'b eqiiisil to saving, \ 
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will be spent on consumption, according as the incomes of the 
individuals, sCte larger or smaller. But it is important to note 
that increase in consumption is not proportionate to the in¬ 
crease in incomes. Consumption-expenditure increases when 
the aggregate income increases but it does so by a smaller 
amount. This psychological relation between income and 
consumption is described by Keynes as the “propensity to con¬ 
sume” or the ‘consumption function*. Iti other words, the pro¬ 
pensity to consume is the ratio that measures the relation bet¬ 
ween income and consumption. It is known by dividing the 
total consumption by the total income and the marginal pro¬ 
pensity to consume is known by dividing the increase in con¬ 
sumption-expenditure by small increase in income. It is thus 
the relationship between an increment of income and the ex¬ 
penditure on consumption out of this increment.' From the 
marginal propensity to consume w'e can know how much income 
and employmeift will increase as a result of a given increase of 
investment. This is what is known as investment multiplier. 

The factors which govern this propensity to consume are 
many, e.g., customs of the community, the distribution of in¬ 
come, expectation of changes in prices, the rates of taxes, psy¬ 
chological characteristics of individuals, etc. 

Now, what are the factors which govern the volume of in¬ 
vestment 9 The investment-expenditure or the volume of in¬ 
vestment® depends upon the employers* willingness to ‘invest* 
i,e,, to add to the existing stock of real assets, like new factories, 
buildings etc. This willingness, again, depends on two things 
viz., (i) ths marginal efficiency of capital, i.e., the expected rate 
of return on an investment or the expected profitability of new 
Investment and (ii) the rate of interest. Other things being 

^ If, for instance, the Aarginal propensity to consume is 2/3rd, it Indi¬ 
cate that the consumers will spend 2/Srds of any increase in their incomes 
on consumpUon and eave the rest. 

® invMtment we have referred to private investment. The volhise 
4f pti^ invei^eot, at any s^ven time, depends on the policy of the govern- 
■pent vand local b^es. 
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equal, the volume of investment will increase or decrease ac¬ 
cording as the marginal efficiency of capital will be higher or 
lower. The marginal efficiency of capital will, however, decline 
with every increase in the ^tock of investment goods until it 
becomes equal to the rate of interest. In other words, 
the volume of investment will be more or lessT according as the 
rate of interest is lower or higher. There will be an inducement to 
invest so long as the Marginal efficiency of capital is greater 
than the rate of interest. According to Keynes, fluctuations 
in the marginal efficiency of capital are the fundamental causes 
of business cycles. 

The important factors on which the marginal efficiency of 
capital depends are : the existing stock of this type of capital 
goods, current rate of investment in this held, and the state of 
business confidence. Besides these factors, there are other 
factors which affect the marginal efficiency of CR,pital, e.g.t ex¬ 
pected demand conditions of the product of the firm, the rate 
of increase of population, technological improvements and the 
rates of taxes. 

On what does the rate of interest depend ? The rate of 
interest depends on the quantity of money and the demand 
for holding money which, in other words, means the preference 
for liquidity. The main four motives for which the people 
want to hold money, we have seen, are, the income motive, the 
business motive, the precautionary motive and the speculative 
motive. 

The Relationship between Investment and Income: 
The MvlUpUer and the Principle of Acceleration: 

“The cumulative nature of expansion and contraction pro¬ 
cess^ is explained largely by the interpla^f of producers^ speiu^g 
(investment) and consumers’ spending. The two-way rela^* 
tionship between consumpiton and Investment has been discuss- 
^ by economists under Ibe heading “multiplier^’ (influence of 
investment ,^cm consumption) and “acpelmtion princi^de** (in- 
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fluence of consumption, or rather changes in consumption or 
income on investment)^ It is, therefore, important for us 
to know the implications of the theory of multiplier and the 
principle of acceleration. 

A substantial part of ne\Ay created money when it has 
been spent for’investment purposes, we know, is again spent on 
consumers’ goods by those who earned it. The effect of this 
re-spending of this newly created mcviey is known as the multi¬ 
plier principle. The multiplier thus indicates the effect which 
an initial expenditure of money will have on income, provided, 
of course, we take into consideration only consumption expen¬ 
ditures. But it should be remembered that a net increase in 
consumption also leads to an increase of private investment. 
Hence, in order to determine the total effect of an initial expen¬ 
diture upon income we should take this also into account. 
For, “changes in demand for consumers’ goods are transmitted 
with increasing intensity to the higher stages of production.” ® 
In other words, an increase in income brought about by the 
rise in investment will lead to further private investment and 
the consequent increase of incomes. This is what is known as 
the uccleration efect.^ 

Deficit Spending and Full Employment : The volume 
of employment can be increased by increasing the volume of 
consumption-expenditure and also of investment-expenditure, 
which, in other words, means by increasing the volume of effec¬ 
tive demand. Effective demand may be raised, that is, con** 
sumption may be stimulated by re-distributive taxation a.gr., 
by imposition of direct taxes at progressive rates with a view 
to transfer the purchasing power from the rich (having low 
propensity to consume) to the poor, (having high propensity 

^G. Haberler—^Pnaperity and Depression, 3rd Ed. p. 473. 

2 Ibid—p. 86. 

8 The ratio of the secondary change in mvestment induced by the change 
in consumption-expenditure to the change in such expenditure is called the 
apeUrtOioH eo-egidmt. And the multiplier and the acceleration principle, 
aie deteniunants of what Prof. Hansen calls the leverage-co^ffidewb of kii- 
tisl expenditates. (A. H. Hansrai—^Fiscal PoV ** “ *“ ' 
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to consume) and spending the proceeds of such taxes to sub¬ 
sidise private consumption. But such a policy may affect 
private investment adversely. Besides, the inequalities of in¬ 
comes and other institutional fj^tors in the capitalist societies 
make for a high propensity to save. It is, therefore, difficult to 
increase the propensity to consume sufficiently* in this way. 
Hence, investment, both private and public, has to be stimu¬ 
lated in order to achieve MI employment. Private investment 
may be stimulated by various ways e,g., by adoption of what 
is said to be an ‘incentive tax policy,’ i.e., by adoption of a 
‘modified* income-tax policy, by granting rebate on the corpo¬ 
ration tax on undistributed profits, etc. Private investment may 
also be stimulated by adoption of a cheap money policy. But, 
in any case, in advanced industrial economies, at a level of in¬ 
come corresponding to full employment the gap between total 
income and total expemlilurc on consumption is so large that 
private investment is inadequate to fill it. “If full employment 
is to be maintained,” observes Schumacher, “there must be, 
‘widening’, i.e., new equipment for the displaced workers, along¬ 
side with ‘deepening’ and thus an expansion in the output of 
marketable goods.” ^ And, “there stands out the general fact 
that private net investment cannot continue for long without 
becoming purposeless, unless accompanied by an expansion in 
consumers’ demand, and that that expansion, under conditions 
of full employment, is not automatically brought about.” ® The 
state, however, “can achieve and maintain full employment ir¬ 
respective of the volume of private investment—-by tax policy 
or deficit finance.”® 

k 

Deficit spending or contra-cyclical fiscal policy implies that 
the government takes the initiative and with a view to achieve 
. full employment raises loans and spends theasum on public in- 

V. ’ F'. Schtimacher—Public FiiUBKSe—Its ttelatiun to'Full Employm^t, 

Aificte in Eccmcnmcs of Full Ein|^yia«at (Studio ui Applied Eiconoiaijcs 
at iiie Oxford Univernty luafitute of Statistics)* p>. Ip6, 
i07. 

. . « 107. 
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vestment in a contra-cyclical direction. During a depression 
it adopts a Public Works Programme and also increases the 
effective demand by subsidising private consumption. In 
other words, the state should adopt a policy of deficit budgeting 
and maintain the total outlay at*such a level as would ensure 
full employment.* Public expenditure should, however, be cut 
down dunng a boom and the rates of taxes during such a period 
should also be raised. The surplus of j:he boom period may be 
utilised to wipe off the accumulated deficits of the depression 
period. 

Nobody doubts the desirability of a policy of increasing 
public investment in order to raise the effective demand when 
private investment is inadequate, to the level required for 
achieving full employment. But still then there arc certain ob¬ 
vious limitations of this policy. In the first place, it is held by 
some that adoption of such a policy would be at the expense of 
private investment. For, expenditure of funds raised by taxation 
or loans, only would substitute private spending by public spend¬ 
ing. Secondly, deficit sjjending may force up the rate of inte- 
i-est and thus depress private investment. Thirdly, there is 
the risk of inflation if public works are financed by printing 
notes. Apprehension of severe inflation, if the policy of deficit 
spending is pursued continuously, is sure to kill the incentives 
of the business community. Finally, there is the danger of in¬ 
creasing the volume of public debts, which we cannot afford 
to ignore completely. 



CHAPTER 35 


BUSINESS CYCLES 

Economic progress has lie V Cl' uccii icguifu', uceauae, tue 
course of productive activities has never been regular. 
Trade has been good at some times and bad at others. A period 
of prosperity, characterised by increased productive activity, 
increased employment, and optimism has always been followed 
by a period of depression, characterised by diminished produc¬ 
tive activity, fall in employment and pessimism. These cycli¬ 
cal fluctuations in business activities, the wave-like movements, 
which affect the whole economic system and are characterised 
by recurring phases of expansion and contraction are known 
as the trade or the business cycles. ^ Broadly speaking, a 
business cycle may be deflned as an alternation of periods of 
prosperity and depression, that is, of periods of good and bad 
trade. 

These fluctuations in business activity, i.e., the alternating 
waves of expansion and contraction, are known as the business 
cycle because, they are cyclical in that the phases of contrac¬ 
tion and expansion recur frequently in, more or less, similar 
patterns and there appears to exist a periodicity or regularity in 
the time intervals between the phases of the cycle. That is to 
say, although every cycle has some features peculiar to itself 
and no cycle is exactly similar to any other, still they do ex¬ 
hibit some likeness and as observes Pigou, though there may 
not be twins, all the^* “recorded cycles are members of the same 

^ There are three distinct types of wave-like movements or oyeUa viz., 
fl) the long-<wavea or the Kondratieff Cydes : there refer to die long-period 
cydee of 50 to 60 years. So far only two full waveaihave been studied 
^1814 and 1814—1896) ; (ii) the short-ioaves 0 or 10 years) dr the 
/ugfer Cydeei these refer to the cycles which occur with great regnlaHty and 
h^ve bem carefully studied by economists. Most of the theories which we 
have discussed refer to this type, of Cjycles; (iii) ' the ehorter'-vHevee or ihe 
ititehit^ refer to the shenrter Cyclic of 40 months each. A j^ler. eyt^, 

IS jbd ,sav- Ift.ermvifirfctbla info three such evdes. 
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family.” ^ These cyclical fluctuations, again, are international 
in their incidence since prosperity or depression in one country 
tends to spread through the melanism of international trade 
and foreign exchange, to every other country engaged in inter¬ 
national trade. And althouglf every industry is affected by 
these cyclical‘fluctuations and a cycle is synchronic in that the 
movements, both upward and downward, tend to occur at ap¬ 
proximately the same periods jp all the industries, the 
industries making producers’ goods or the constructional indus¬ 
tries as they arc called, e.^., ship-building, etc., experience more 
violent fluctuations than do those producing consumers’ goods. 

The Phases of a Cycle : “The ebb and flow of boom and 
slump” as Crowther observes, “form a continuous process, and 
the trade cycle can therefore be hardly said to have a *begin- 
ning.” 2 Nevertheless, a whole cycle can be divided into four, 
more or less, distinct parts or phases, each having its own cha¬ 
racteristics, viz.f (i) the prosperity phase or expansion ; (ii) 
recession; (iii) contraction and, (iv) revival. 

(i) After some originating force, which may be exogenous 
or endogenous, that is, which may originate either outside the 
economic system e.g., war, invention, etc., or may be generated 
within it, starts the phase which is known as the expansion 
phase of the trade cycle. The characteristics of this phase are ; 
expansion in the volume of bank credit as well as increase in 
the rate of circulation of this credit, an increase in the volume 
of employment, a rise in prices, increased profits of businessmen, 
higher wages, in short, diis phase is characterised by a feeling, 
of optimism and brisk productive activities all round. And 
the process continues in the following way : Capital is invested 
in competing industries which expand their capacity with, a 
view to make profits from the prevailing high prices ^without 
regard to the depression in prices which such expansion in capa¬ 
city will itself produce and eventually the boom sets in. The 

1 pigou—Industrial Fluctuations, pp. lS-6, 

s Oxowtliar—Op. Cit. p. lOl* 
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forces making for expansion, it should be remembered, are weak* 
ened by a series of limiting forces resulting from the process 
of expansion itself, e,g., scarcity of factors of production, rise 
in costs, unwillingness of the banks to expand credit any more, 
decline in prices, etc., and ultimately, the forces that make for 
contraction become stronger than the forces making for expan* 
aion and the next phase of the cycle starts. 

(ii) The recession has-been defined as the turning point 
during which the forces that make for contraction finally win 
out over the forces that make for expansion. This phase of 
the cycle is characterised by liquidation in the stock market, 
strain and contraction in bank credit and beginnhig of the down¬ 
ward movement of the prices. Whether the recession will be 
followed by a crisis ^ or panic or not, depends upon the nature 
of the preceding rise and also on the banks themselves. 

(iii) The recession is succeeded by the phase called con- 
traction. It is characterised by diminution in economic acti¬ 
vity and the consequent decline in output, in the volume of em¬ 
ployment and fall in the average prices, due to reduction 
in bank credit, postponement of buying by the consumers in the 
expectation of a further fall in prices, or because of the appre¬ 
hension of loss of employment. The costs and piice relationships 
become distorted—^the capital goods industries suffering more 
than the consumer’s goods industries since cyclical fluctuations 
affect them more violently than they do the latter. 

(iv) Finally, comes the phase known as the revwal charac¬ 
terised by growing feeling of confidence and an atmosphere more 
congenial to enterprise* and productive activities. With the 
exhaustion of inventories and wearing out of consumers’ dur¬ 
able goods, need arises for replenishing them at levels that cover 
the costa, Prices, therefore, cease to decline an^r more and some 
costs begin to fall. The consumers begin to buy and hence 

- ^By odtis » nesat a period of strew and strain. ‘^Crises imply the 
^cverwhelnn^ and rindnltaneovs' occatrenoe pf inab^ty on the pmrt of iadepen* 

.' dent entreftteneuis to pay flurir debts.'*-*4^ W 
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larger orders are placed with the manufacturers, either in order 
to replenish the traders* stocks, or in order to renew or exp^d 
capita] equipment. In short, the upward movement gathers 
momentum and the revival is well under way. The cycle starts 
again and each phase comes iif succession again. 

• 

The Theories of the Trade Cycle 

The ^Sun-Spot’ Theory : W.*S, Jevons who believed in 
the doctrine of the periodicity of crisis, sought to explain the 
periodic occurrence of crisis as the consequence of the periodic 
appearance of the ‘sun-spots’, *.e., at intervals of ten or twelve 
years. Periodical appearance of spots on the surface of the 
sun, according to his Sun-Spot theory, causes variations in the 
solar heat and thus affects the agricultural harvests on earthi 
and production in all industries periodically. When, for ins¬ 
tance, sun’s beat becomes less, the agricultural harvests become 
poorer, and the agricultural population has less money to spend 
and hence, all other industries automatically become depressed. 

The sun-spots, by affecting weather, thus influence agricul¬ 
tural production and the prices of corn and other things and 
bring about depression. 

Criticism : The theory exaggerates the influence of the 
climatic factor which is one of many factors which affect the 
course of the trade cycle. Besides, agricultural output and in¬ 
vestment constitute in this age of industrialisation only a frac¬ 
tion of the total output and investment. Finally, the theory 
ignores the various other important causes e.^., financial, in¬ 
dustrial, social and psychological, which \io affect the course of 
a trade cycle. 

Psychological Theory t The processes of production^ under 
capitalistic systend? are round about—there being a considerable 
interval of time between the producer’s decision to produce 
and the final flow of goods ready for consumption. Produc¬ 
tive activities, thus, are undertaken in anticipation of future,' 
denmnd., ^ other words, the businessmen’s^ decision Is gov- 
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erned by considerations of prices, costs and the margin of profit 
which they expect to rule in future. There is uncertainty in all 
these anticipations and expectations and hence there is room 
for errors of judgement or of forecast. When the prospect ap¬ 
pears to be bright and the producers expect large profits, they, 
being unduly optimistic, expand their productive activities. 
Optimism in one quarter generates optimism in other quarters, 
too. The upward swing of the cycle starts and the process 
continues until, eventually, the businessmen find that because 
of their errors of optimism, more have been produced than can 
be profitably sold, that is, the supply of the consumer’s goods 
exceeds the demand and the glut of goods in the market can¬ 
not be sold at a profit; hence, they suffer losses. A wave of 
pessimism sets in. Businessmen become unduly pessimistic 
about the prospect of business and contract their productive 
activities—the downward swing of the cycle sets in. For, just 
as optimism in one quarter generates similar feeling in other 
quarters, similarly, pessimism in one quarter generates pessimism 
in other quarters, too. According to the psychological theory, 
the trade cycle is caused by these errors of optimism and pessi¬ 
mism, that is, by psychological causes which, according to Pigou, 
^‘consist in variations in the tone of mind of persons whose 
action controls industry, emerging in errors of undue optimism 
or undue pessimism in their business forecasts.” ^ 


Criticism: Productive activities, it has to be admitted, 
are affected by the businessmen’s errors of optimism and errors 
of .pessimism and hence, the theory has certain element of truth 
in it. The theory, however, ignores the importance of the eco¬ 
nomic and monetary causes of the trade cycle which do influ¬ 
ence the minds of businessmen. Finally, it is inadequate in 
that it, does not throw any light on the important questions viz„ 
lyhy does a boom start at all and why confldlence revives ? 

Moiietary Theory of flie Trade Cycle s The mcmetary 
^Wy qf the trade cycle whose'chief exponent is Prof. Hawtrey, 
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seeks to explain the trade cycle as a ‘purely monetary pheno¬ 
menon/ Business cycles, it is held, are caused by variations in 
the effective demand for commodities, that is, by the variations 
in the total money outlay of the consumers which, again, is de¬ 
termined by their money income 

Now, under the developed banking systems of modern coun¬ 
tries, the principal means of payment is bank credit, which is 
elastic, that is, which is capable of cx]^nsion or contraction by 
those who control the policies. Since changes in the flow of 
money affect the course of the productive activities, the busi¬ 
ness cycle is said to be essentially due to changes in money 
supply produced by the banking system which, by lowering 
the rate of discount, or by purchase of securities, may create 
more credit and this additional money leads to a rise in the 
prices and prosperity in trade and, by raising the rate, may con¬ 
tract the supply, and thus may bring about a depression in pro¬ 
ductive activities. Expansion, or contraction of credit generates 
the upward or the downward movement of the trade cycle. For, 
expansion of credit stimulates productive activities, com¬ 
munity’s aggregate money income increases and hence, 
the total outlay also increases, that is, the effective 
demand for goods increases. Larger orders are placed 
with the manufacturers by the dealers and traders. 
The community’s mdney income rises further and so does its 
total outlay. The producers expand their capacity and pro¬ 
duce more and the process leads to an increase in the demand 
for bank credit. But the banks cannot go on expanding credit 
indefinitely. The process of expansion will cease when the 
banks, because of depletion of their reserves, will no longer be 
able or willing to create any more credit, and as a restrictive 
measure, will raise the rate of interest. The higher rate of in¬ 
terest v^l discouragd^ the dealers who work with borrowed 
money and are very sensitive to the changes in the rate of in¬ 
terest. They will, therefore, diminish their orders with the 
producers, who, in their turn, will curtail productive activiti^. 
Unemployment will ensue and consequently, the consumers’ 
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money income and, therefore, their money outlay on consumers* 
goods will decline. Depression sets in and the businessmen 
demand less credit from the banks. Idle resources accumulate 
in the banks. The rate of interest is, therefore, again, lowered 
by the banks which, in its tturn, again encourages the traders, 
who, now that the rate of interest has been..lowered by the 
banks, again become inclined to increase their stocks and so, 
place fresh orders with^the producers. The whole process of 
expansion starts again. 

The trade cycle, thus, according to this theory, is a purely 
monetary phenomenon and the regular swings of a trade cycle 
are the results of instability of credit under modem conditions 
and a sound banking system can cure this instability by so 
regulating the volume of loans that the prices remain stable. 

CSritieism s There is no doubt an element of truth in the 
theory in so far as it states that the volume of credit, created by 
the banking system, that is, the flow of money, affects the course 
of trade; an expansion of credit leading to an increase in the pro¬ 
ductive activities and a contraction, leading to a depression in 
these activities. But the trade cycle, therefore, cannot be said 
to be a purely monetary phenomenon, since fluctuations in the 
productive activities are not caused by monetary factors alone. 
There are economic causes, e.g., ill-adjusted production, as well 
as, psychological causes of the trade cycle. The monetary theory 
is an inadequate explanation of the trade cycle, since it lays 
emphasis only on the monetary causes ignoring the other 
Important factors. 

Over-saving or Under-Consumption Theory t The fun¬ 
damental cause leading to crisis and trade depression, accord¬ 
ing to this theory, is the lack of purchasing power in the hands 
of the consumers, that is, their inability buy goods a^t pjcic^ 
which the producers consider remunerative, which coVor 
.their costs. The modem society, according to Hobson, the best 
csEponent of this theory in Ei^andi .is chaTketerised unequal 
pf the ^tional income* A very 
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this national wealth is owned by a very small class who are 
very rich (with low propensity to consume) and too small a 
share goes to the poor who constitute the majority. Hence, 
the former group saves because of excess of income and the 
latter is unable to consume because of lack of purchasing power. 
The trade cycles, thus, arc caused by such over-saving by the 
rich and under-consumption by the poorer classes of people 
who constitute the majority. ^ 

This unequal distribution of the national income results 
in a persistent tendency to over-saving and under-consump¬ 
tion. When the prospect is bright, that is, in times of brisk 
business, the savings of the rich are invested in business to 
produce more capital goods, and their incomes increase still fur¬ 
ther and so do their savings. But continuous investment of these 
savings to produce capital goods e.g., machines, tools etc., re¬ 
sult in larger and larger production of these goods, which, again 
are used to produce more and more consumers’ goods. This 
leads to more producti«>n of consumers’ goods than can be pur¬ 
chased by the consumers. There is thus a glut of goods in the 
market which cannot be sold at a profit and hence, depression 
sets in. Economic depression, thus, results from this unequal 
distribution of the national income and excess of savings by the 
rich and under-consumption, due to lack of purchasing power, 
by the poor. 

Criticism : The .theory of over-saving or under-consump¬ 
tion only seeks to explain the causes of the economic depression 
and does not furnish an explanation of the causes of the trade 
cycle. Besides, the basic assumption of this theory, that, by 
increased investment the businessmen will earn more incomes 
and hence, wUl save more, may not be always true, for, more 
can as wfell be spent by them on luxuries, etc. Finally, this 
th^ry is concerned Ally with the downward phase of the trade 
cyde and does not explain all the phases of it. Nor does it 
explain how the recovery starts again. It has been rightly ob^, 

u lield in sliglitly different forme by Foster, Ctkteh* 
inge, lli^orpoui^ and others. 
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served by Haberler, that the under-consumption theory is a 
theory of the “crisis and depression, rather than a theory of 
the cycle.” ^ The theory, however, lays emphasis on the im¬ 
portant fact that, in the absence of increased propensity to con¬ 
sume, due to lack of purchasing power in the hands of the 
consumers, increased investment and production will eventually 
result in a glut of goods which cannot be sold at a profit and 
this will bring depression! in trade. 

The Over-Investment Theories : The central theme of 
all over-investment theories is the over-development of the 
capital goods industries in relation to the consumers* goods in¬ 
dustries and they all start from the generally accepted fact that 
the capital goods industries are affected by the business cycles 
much more severely than are the consumers* goods industries, 
that is, those industries which produce for current consumption. 

According to Dr. Hayek, the economic system is in equili¬ 
brium when the value of investment is equal to the volume of 
saving and it is the function of the “equilibrium** level of in¬ 
terest to bring about this equality between these two, i,e., the 
value of investment and the volume of saving. Saving will 
be more than investment when the rate of interest is higher 
than this rate and when the. rate of interesb is lower than this, 
the demand for credit will be more than can be met from the 
current saving. 

But the banks have got a very great power of creating 
credit and they can even lend at rates which are uneconomic. 
And, when the rate of interest is below this equilibrium* rate, 
the entrepreneurs* demand for increased investment is met not 
from the genuine savings but it is met partly out of voluntary 
savings and partly out of the credit created by the banks. The 
consequence is over-expansion of capital goods industries and a 
t^ange in the structure of industry. The demand, for capita 
goods increases more than the demand for consumption gop^ 
which, in course of time, results in over-production. 

, <' i ■ , 
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But this over-expansion of credit cannot continue for long. ^ 
Shortage of actual savings forces contraction of credit and leads 
to crisis and depression. 

Dr. Hayek seems to assume that credit expansion is always 
harmful. But it is not always For instance, during pe¬ 
riods of depression, expansion of credit is certainly bencdcial. 
The theory of Dr. Hayek is also inadequate as an exiJanation 
of the phenomena of trade cycles. ^ 

Keynes’ Theory t By busine.ss cycles are meant periodic 
fluctuations in the volumes of employment, income and output. 
The fluctuations in the volume of eraploj'mcnt, and, therefore, 
in the volumes of income and output, are caused by the fluc¬ 
tuations in the marginal efficiency of capital. At any given 
time the volume of employment, according to Keynes, depends 
upon three variables viz., the marginal efficiency of capital, the 
rate of interest and the community’s propensity to consume. 
In the short period, the rate of interest and the community’s 
propensity to consume remain more or less stable. Trade 
cycles, therefore, arc caused by variations in the rate of invest¬ 
ment caused by the fluctuations in the marginal efficiency of 
capital, which has been defined by Keynes in terms of the 
expectation of the yield and of the current supply price of the 
capital-asset. The marginal efficiency of capital has been defin¬ 
ed by Keynes as, “being equal to that rate of discount which 
would make the pressent value of the series of annuities given 
by the returns expected from the capital-asset during its life 
just equal to its supply price.” ® 

The marginal efficiency of capital depends on three factors, 
namely, (*) the expected trend of prices; (w)' the element of 
risk in enterprises ; and, (m) the existing stock of capital goods. 

1 Expansion of credijL leads to a rise in the price-levels of capital goods 
and consumers’ goods. H becomes‘profitable to produce consumers’ goods— 
and this lores away factors of production from the ’higher’ to the ‘lower’ 
stages of production. Interest and wages rise—this rise checks the produc¬ 
tion of capitid g^s. Banking system raises the rate of interest. A period 
of jpainful liqiiidatiott and losses starts. 

^ |Ceyn^--^ieral Theory, p. 185. 
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Investment will increase so long as the marginal efficiency 
of capital is higher than the rate of interest. And, the expan-* 
sion phase of the cycle is caused by the high marginal efficiency 
of capital relatively to the rate of interest. This phase is cha¬ 
racterised by optimistic outlook of businessmen and increased 
investment, more employment, and rising incomes. Each in¬ 
crement of investment, as we know from the multiplier effect, 
causes a multiple increase of income. (Similarly, during the 
downward phase, every decrement of investment causes a mul¬ 
tiple decrement of income.) But, an increase in the existing 
stock of capital goods and shortages and “bottle-necks” of raw 
materials and of labour, and the consequent increase of the cost 
of production of new capital assets lead to a decline in the mar¬ 
ginal efficiency of capital. The consumption function ^ also ex¬ 
plains that the cumulative process of expansion may inevitably 
lead to a crisis and a period of contraction even before the phy¬ 
sical or financial limits to expansion are reached. The de¬ 
cline in investment is aggravated by the fact that while the 
marginal efficiency of capital declines, on account of higher 
liquidity preference the rates of interest do not fall. 

All these give rise to pessimism and the downward move¬ 
ment of the cycle starts, that is, the volume of employment 
declines, incomes fall and depression sets in. The period of de¬ 
pression depends, according to Keynes, on the length of life of 
the durable assets and on the carrying costs of the surplus stocks. 
In course of time, the supply of capital goods becomes scarce 
through depreciation and the surplus stock of consumers’ goods 
accumulated during the depression period is exhausted. Profits 
and expectation of profits increase and with the increase of the 
marginal efficiency of capital, recovery starts. 

According to Keynes, the root cause of the business cycles 
thus is the fluctuation in the marginal efficiency of capital and 

coacept of conawmption funcUon expbwu the ngaificaat 
ship which exists between incenne and eonsi^ptiou oonsunijHloh in- 
ciques M the ineome inoeases bni nist so mt»^ as the inooine ipofeo^ ; aa4 
: thiuV consuxoptioQ decratses as the inoome dedloes, but not^to the pome, 

' th^ is a dedme ki the incom 
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a judicious policy of increasing public investmcnl can eliminate 
business cycles and secure full employment. Introduction of the 
consumption function is the most significant contribution of 
Keynes to the c^cle theory. ITiJikc the theories of Pigou and 
Hobson and others, his lhcor.> is based upon a logical and well- 
co-onliiiated thebry of ejuploymenl and hence, is generally ac¬ 
cepted in modem timis. 

Srhumpetcr’a Tlieor} of Innovation : According to this 
theory, Ihc business cycle is lh(‘ result of innovation. * Inno¬ 
vations, in our prestnt day d.Mianiie economy, lead to increased 
demand for capital and, hence, to expansion. The process of 
expansion continues while an innovation is being put into effect. 
But the forces sel in motion b.\ an innovation carry with 
them the seeds of their own decay. For, while the factor-costs 
would tend to rise due to increased demand for jn-oduclive ser¬ 
vices, the increased supply of the consumption goods, because 
of the innovation, will lead to a fall in the prices of these 
consumption goods. Profits decline and hence, furtlie? expan¬ 
sion becomes unprofitable; the bank-loans are paid off by the 
entrepreneurs who cease to expand their activities, that is, the 
process of contraction begins when the society adapts itself lo the 
changes which the innovation calls for and depression continues 
until the readjustments required by the innovation take place. 

According to this theory, then, by enlarging the demand 
for capital, an innovation engenders boom which is followed by 
depression—^llie pi riod of depression continues until, the mid- 
jiislments callc^d for l>\ the innovalion lake phiet* Tluongh the 
periods of booms and ilepresaions, that is lo say, a dynamic 
society adapts itself lo innovations i.c., to technological changes. 

The theory, howev'er, seems lo ignore the importance of 
the role of a sound banking policy, and to doubt the possibility 
of eliminating depresfion, by such a policy, without at the same 
time; eliminating the boom. 


An innovatW may mean (1) the intrudurUou of a new product oi a 
new method of producliun; (i) the opening of a new market; (8) the deve¬ 
lopment of new Bources of raw matenalB; (4) a subsland^e change in the 
Orgatusftkui of busineM. 
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THE OBJECTIVES OF MONETARY POUCY 

e 

The advantages of a good monetary system in the econo¬ 
mic organisation of the modern communities can, indeed, be 
hardly exaggerated. ^Nonetheless, money, inspite of the con¬ 
siderable advantages it secures to the community, has serious 
disadvantages, too. For instance, fluctuations in prices and the 
ebb and flow of the trade cycle, both of which result in con¬ 
siderable miseries to the modern communities, are due to the 
existence of money. It is, therefore, asked, what should be the 
objective of a monetary policy ? Or, in other words, what should 
be the ‘ideal* behaviour of money ? Naturally, there are diffe¬ 
rences of opinion in the matter and we should, in brief, discuss 
some of these views. 

Monetary policy under the Gold Standard : Under the 
pre-war gold standard, the oJjjective was to keep the exchange 
rates stable, regardless of the consequences of such a policy on 
the internal economy of a country. For, stable exchange rates, 
it was believed, encoui'aged international trade and investment 
and were conducive to world’s economic progress. But the 
gold standard broke down during the war and in the changed 
post-war world, operation of an automatic standard was im¬ 
possible. We have already discussed how the restoration of 
the gold standard at pre-war parity only created fresh problems 
and hastened the great depression. Monetary authorities, 
for various reasons, now, in the changed circumstances, con¬ 
sider the internal stability of prices more important than the 
stability in the rates of exchange. In the first place, they hold» 
that endeavours to maintain stability in th^ exchange rates wouid 
often result in severe fluctuations in internal prices. Secondly, 
it is pointed out that stability of exchange rates does not protect 
the producer for export, because, while costs depend on the con* 
ditibna prevaifijlipg within the country, the prices at which he 

f ■ I , , ' I 
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has to sell his products, depend on the world prices. Thirdly, 
we have seen, that under gold standard, while the stability of 
exchange rates can be secured within the narrow limits of the 
gold points, a serious defect of the system is that the internal 
economy is susceptible to advense repercussions of disturbances 
elsewhere. Tljese are no doubt serious limitations of the policy 
of maintaining stable exchange rates by allowing the internal 
prices to fluctuate. But we should not, therefore, hasten to 
adopt a policy of achieving the intefnal price stability by let¬ 
ting the exchange rates free to fluctuate. For, neither can we 
have stable rates of exchange by allowing domestic economy to 
fluctuate nor can we have stability in domestic prices (unless, 
we have in mind a closed economy) if the rates of excliange fluc¬ 
tuate abnormally. Our aim, therefore, should not be either 
external stability or internal stability, for, they are not 
‘absolute alternatives’ but to harmonize the two with perhaps 
a bias in favour of a stable domestic economy. 

Our next questioa is, what should be the tendency of the 
price-level in the long run ? That is, should the ideal be a. 
slowly rising price-level or a slowly falling price-level or, should 
we endeavour to stabilise the prices ? Let us examine each 
one of these policies. 

The case for a slowly rising price-level : A slowly rising 
price-level, it is argued, provides the incentive to enterprise and 
has the ‘tonic effect’ which the economic system needs to keep 
it ‘w^orking*. Besides, by stimulating productive activities, a 
policy of gently rising price-level will secure fuller utilisation 
of a country’s resources and, therefore, the wealth of the coun¬ 
try will increase more during the period of rising prices than it 
will when prices are kept stable or are falling. Finally, it may 
be pointed out that the “world has found a gently rising price- 
level necessary to feep the steadily mounting burden of money 
debt from becoming a burden. Humanity is so constituted 
that it cannot get on without going into debt to itself—debt is, 
indeed, the legacy of every depression—^nd it is far better to 
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solve the resulting social problem by the gradual, partial and 
imperceptible default of rising prices than by recurring violent 
clashes of debtors and creditors.” ‘ 

These are no doubt plausible arguments in favour of a 
policy of allowing the prices to rise slowly. But such a policy 
has defects, too. It is pointed out, for instance, that it will give 
shelter to the inefficient producers who would otherwise not 
be able to stand compctifioii. Secondly, it is asked, does the 
economic system really stand in need of such an extra stimulus ? 
The assumption that it does, is questionable, for, even under 
stable conditions the businessmen earn profits and the stimulus 
is provided by the usual ups and downs of individual industries. 
Finally, a policy of rising price-level, it is said, will lead to un¬ 
due expansion of the capilal goods industries, which, if not 
checked, will eventually plunge the country into economic 
depression with all its evils. The periods of rising prices, thus, 
are dangerous, since they contain within themselves the seeds 
of future depressions. Those with fixed money incomes also 
suffer during the periods of rising prices. 

Rising prices, however, may provide the stimulus if there 
is no simultaneous rise in the factor-costs. But when the prices 
rise, the prices of the factor-units are unlikely to remain stable 
for a long period and when these factor-costs also rise, the in¬ 
centive obviously vanishes. So long, however, as there is un¬ 
employment, a slowly rising price-level may be desirable. 

The ease for a slowly falling pricedevel : A slowly fall¬ 
ing price-level, as against a rising one, it is argued, will increase 
the real wages of the wage-earners and others with fixed money 
incomes. Secondly, it is argued that, since the productivity 
of the whole economic system is increasing because of the ini 
trbduction of scientific methods of production* the price^level 
jdiould fall by the same proportion as the productivity increases^ 

so that the society may enjoy the benefit of the process. 

. . . .-i.- 1 - ‘ 

, 1,^' CrpwtJMjr*— 178. • 
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Moreover, the people with fixed money incomes can share the 
benefits of the progress and prosperity only in the shape of fall¬ 
ing prices. Maintenance of stable prices when the producti¬ 
vity increases will only swell the profits of the businessmen 
(for, wages are sticky, and do* not increase, at least propor¬ 
tionately, to the increase in the productivity) and lead to un¬ 
desirable over-expansion of capital goods industries with all its 
disastrous consequences. In a progressive economy, therefore, 
a slowly falling price-level is desirable so that the prosperity 
may be shared by all. 

It thus appears that the case for a slowly falling price-level 
is also no less strong. But there are certain practical difiiculties 
in adopting the policy. For instance, it is difficult to know 
accurately the current rate of cconomit progress until it has 
already taken place and in view of the existence of imperfect 
competition, monopolies and combinations, etc., it is no easy 
task to decide how much the prices should be falling after each 
unit of time. 

Stable Prices : Since money is a measure of value, the 
aim of monetary policy should be to maintain stability of its 
value. That is, money as a measure of value should provide 
a constant unit of measurement just as a seer or a pound as a 
measure of weight is always of the same weight or as a yard 
provides a constant unit for measuring distance. 

Secondly, it is hardly possible to exaggerate the evils of 
instability of prices and the damages of the business cycles from 
time to time. These evils, it is suggested, may be, to a large 
extent, mitigated by maintaining stability in the value of money. 
In other words, elimination of abnormal fluctuations in the 
prices will encourage productivity and make for progress. 

Tliirdly, we hare seen that a policy of rising or of falling 
prices, affects different sectors of the community in different 
ways when the prices rise, the wage-earners and those with 
fbmd' money incomes suffer and when the prices fall, the debtorsi 
suffer. Bence, a policy of maintaining tie stability in prices/ 
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that is, in the value of money, will affect neither favourably 
nor unfavourably any section of the community and so will 
cause no injustice to any section. 

None perhaps would oppose if the stability in prices could 
be secured and the community could be spared of the evil 
effects of the trade cycles from time to time.. But there are 
certain obvious practical difficulties. In the first place, there 
are different price-levels, ^.g., wholesale, retail, etc. Now, we 
have to stabilise the retail prices, if we are to stabilise the value 
of money, since, it, that is, the value of money can be measured 
by the goods and services which enter into final consumption. 
But any accurate construction of an index number of retail 
prices is hardly possible in view of the insufficiency of data 
which are available. The changes in the quality of the articles 
also present difficulties. The other alternative is to stabilise 
the wholesale price index. But that, too, as we have seen, is not 
without defects. 

Secondly, in a progressive community, when the producti¬ 
vity increases due to economic progress, introduction of tech¬ 
nological innovations, etc., maintenance of stable prices will 
only swell the profits of the businessmen and lead to over in¬ 
vestment and the eventual collapse, as it actually happened in 
the U.S.A. Similarly, for a community where there is unemploy¬ 
ment, not the policy of stable prices, but that of a slowly rising 
prices is more desirable to provide the necessary stimulus to 
productive activity and thus to secure full employment. 

Neutral Money : Stable money, thus, does not secure 
economic stabilisation. Besides, the degree of pianipulation 
the policy of stable money requires of the monetary mechanism 
is not desirable in a dynamic economy where constant intro¬ 
duction of innovations and the consequent ij^duction in the costs 
are taking place. Hence the suggestion for a currency system 
under which money should be neutral, that b, an euUrely pas^ 
sive factor. Frof. Hayek is the chief expon^t of this ideal of 
neutral money policy, t.a., the policy that the effects of money 
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on the prices should be neutral or, in other words, the ratios 
of exchange which would have prevailed under a barter sys¬ 
tem, (that is, in the absence of use of money), between diffe¬ 
rent commodities should not be distorted by the introduction 
of money. • 

But how *to secure, in practice, this ideal of neutrality of 
money ? The policy can be made effective, it is sug¬ 
gested, if the banks maintain^ an approximately un¬ 
varying supply of the total volume of effective money and 
credit, so that a fall in the price-level would exactly 
correspond to the reduction in the unit-cost due to 
increased economic efficiency. That is, the supply of 
money would not change in response to change in the supply 
of goods but the prices would automatically fall or rise when 
there would be an increase or a decrease in the volume of goods. 
The price-level would thus vary inversely with the productive 
efficiency, falling when the productive efficiency increases and 
rising when the productive efficiency decreases. The quantity 
of money, however, should not be rigidly constant under all 
circumstances. Allowance has to be made for, say, changes in 
the population or in the velocity of circulation of money, etc. 
It should be, for instance, increased when vertical disintegra¬ 
tion, that is, an increase in the number of stages in the pro¬ 
cesses of production, leads to a greater demand for money. 
Similarly, the quantity of money should be increased when the 
velocity of circulation of money falls. 

Such a policy has great advantages. In the first place, if 
effective, it would not distort the ‘real’ ratios of exchange 
through changes in the quantity of money, since, the supply of 
effective money and credit would be kept approximately un¬ 
varying and the price-level would vary inversely with the pro¬ 
ductive efficiency.# Smooth, adjustments to the changes in the 
technology which it would ensure, would thus eliminate severe 
fluctuations in business activities, that is, the business cycles. 
Secondly, the creditors and investors also would secure the 
benefit from the falling prices, that is, they would share the 



492 


AN* INTRODUCTION TO MODERN ECONOMICS 


fruits of prosperity of the community in the form of falling 
prices resulting from increased productive efficiency. The wage- 
earners, too, would similarly be benefited since they would 
secure higher real wages, but, as Robertson puts “without hav¬ 
ing recourse to perpetual demand for a rise in money wages— 
demands which, whether or not they involve actual stoppages 
of work, certainly tend to embitter human relations and to 
devour the energies of constructive leadership.” ^ 

Nevertheless, there are certain great practical difficulties. 
Firstly, is it at all likely, under the existing conditions of 
market imperfections, that the prices would fall when, because 
of technical improvements, the costs would be reduced ? In 
view of the market imperfections due to the existence of mono¬ 
polistic and semi-monopolistic organisations, some prices would 
obviously be monopoly controlled and hence, would not fall 
even though technical improvements may effect cost-rcdiic- 
tions. This would thus bring greater pressure on other 
industries, the prices of whose products must fall by greater 
degree so that the average prices should corresjjond to the ave¬ 
rage costs and they will, therefore, experience prolonged depres¬ 
sion. The fruits of increased productive efficiency thus will 
not be equaUy distributed among the different industries. 

Secondly, the efficacy of the policy depends on the ability of 
the Central Bank to change the quantity of money when the 
velocity of circulation changes or when there is a change in 
the integration of businesses. Is the Central Bank capable of 
doing this ? How, for instance, the Central Bank is to know 
the degree of change which might have taken place in the velo¬ 
city of circulation of money ? Similarly, it is equally difficult 
for the Central Bank to know the change, if any, which might, 
have taken place in the degree of vertical Mis-integratibn of 
&ma with a view to making necessary adjustmeiits in the 
irfy eff money. 

^ CSt. p.' 196. 
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Monetary Policy and Full Employment : The .shorteoni> 
ings of each of these policies thus prevent the acceptance of 
any as the ideal monetary policy in a dynamic economy*. like 
ours. Nor do the suggestions of stabilisation of income or of 
employment sound reasonable*^ in the present circumstances. 
Some, however, argue that the issue of credits may be avoided 
by the bankers if stabilisation of income can be achieved and 
thus economic fluctuations can bfj avoided. Similarly, it is 
advocated by some that stabilisation of employment also would 
eliminate economic fluctuations. But we can hardly afford to 
overlook the fact that stabilisation of income at the existing 
level, w'hen there exist glaring inequalities in the distribution 
of incomes would create more socio-economic problems than it 
would solve. Similarly, under prevailing conditions, with the 
striking degree of unemployment, it is pointless to suggest a 
ix)licy of stabilising employment at present level. The problem 
of unemployment has assumed greater importance since the 
last depression and it is now admitted on all hands that the 
goal of monetary policy is to maximise the national income by 
securing full employment in the economic system. 

Unemployment in a competitive system, according to the 
classical writers, is just a temporary, a passing phase. For, the 
elasticity of the competitive economic system, it was held, 
would, in course of a reasonable period of time, absorb every 
one who seeks employment at a reasonable wage unless, how¬ 
ever, monopolistic trade unions force up wages at a level which 
the employers can not afford to give. Prolonged unemploy¬ 
ment, therefore, cannot exist in a competitive economic system, 
and, sooner or later, every body will get a job at a reasonable 
wage. 

Modem economists, however, hold a different view. Full 
employment, according to them, cannot be achieved simply by 
a process of reduction of money wages. The problem of unemr 
ployment in the industrially advanced countries to-day is the 
problem of involuntary unemployment due to a deficiency of 
demand on the part of the community as a whole. Employ- 
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ment depends, according to Ke^mes, upon the expenditure of 
the community. Full employment cannot be achieved unless 
the community spends its total income on the production of a 
given period. The total income, however, may be spent on 
consumption goods and on investment goods in a certain pro¬ 
portion. If the total expenditure on consumption declines 
because some people spend less on consumption, it will lead to 
a deficiency of demand and. the consequent unemployment for, 
the number of men engaged in producing consumers’ goods will 
fall if the demand for such goods falls and production shrinks. 
This deficiency in consumers* expenditure, therefore, has to be 
compensated by increased expenditure on investment goods, if 
unemployment has to be avoided. 

Full employment, thus, can be achieved either by stimu¬ 
lating the community’s propensity to consume or by an ex¬ 
pansion in the volume of investment. How can the monetary 
policy stimulate investment and how the propensity to consume 
can be increased to give support to the increased volume of 
investment ? 

Investment can be stimulated both in the private and the 
public sector. Private investment may be stimulated by adop¬ 
tion of what has been called a cheap money policy, 
that is, a policy of keeping the rate of interest low. Hence, the 
remedy for the problem of unemployment both, cyclical and 
chronic, according to Keynes, is the pursuit of an easy money 
policy which will increase the flow of money expenditure 
elective demand, until the level of full employment is reached. 

Unemployment will exist so long as there wiU remain a 
deficiency in the effective demand. In order to achieve full- 
employment, the aim of the monetary policy should be to stimu¬ 
late consumption and to maintain the aggregate demand at a 
high level, until the stage of full employment has been reach^i^. , 
A policy of monetary expansion by the pursuit of a cheap money 
policy is the sovereign remedy for the malady of unemploy¬ 
ment. "Keynes also differed with the earlier thinkers who ad*- 
.%.ociited a rise in the Bank-rate in order to check the booxm 
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According to him, the remedy for the boom is not a rise in the 
rate of interest but a fall in it. It is not by abolishing the 
booms that the remedy for the trade cycle should be sought 
but our endeavour should be to^ abolish slumps by stimulating 
investment by lowering the rate of interest and by thus main¬ 
taining a state 6f quasi-boom. “The right remedy for the trade 
cycle,” obseiwes Keynes, “is not to be found in abolishing booms 
and thus keeping us permanently in a semi-slump; but in 
abolishing slumps and thus keeping us permanently in a quasi¬ 
boom.” 

* Whatever may be said in favour of a cheap money policy, 
the fact remains that monetary policy alone may not go very 
far as a remedy for unemployment, or the trade cycle. For, 
in the first place, if private investment declines due to a decline 
in the marginal efficiency of capital, tliat is, the expected rate of 
profit, it may not always be stimulated by lowering of the rate 
of interest, specially so. if the entrepreneurs are unduly pessimis¬ 
tic and hence, considerable public investment may be necessary 
to fill up the deficiency. Secondly, to stimulate consumption— 
redistributive taxation, with a view to securing a redistribution 
of income from richer to the poorer classes, is necessary. Such 
redistribution of income will no doubt increase the propensity 
to consume of the poor but a high rate of income- 
tax may have adverse effects, too. For, it may dis¬ 
courage businessmen and depress private investment and 
thus may lead to unemployment. It is thus evident 
that unless suitable fiscal policy also is adopted with a view to 
stimulate investment and consumption, only monetary mea¬ 
sures cannot provide a remedy for unemployment. Some econo¬ 
mists, e.g., L. Robbins, Grant, and others also hold that conti¬ 
nuance of a cheap poney policy may lead to bad investment 
and a rise in the rate of interest is considered desirable to pre¬ 
vent the next boom. 
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CHAPTEE 37 
PUBLIC FINANCE 

I 

The Nature and Principlea of Public Finance : Ee- 
markable extension of the*^ sphere of the activities of the state 
and the growing consciousness about the need for such exten¬ 
sion to increase the welfare of the community have, in recent 
times, focussed our attention on this branch of economics, viz*, 
public finance, which has been appropriately described as 
“one of these subjects which lie on the border line between eco¬ 
nomics and politics. ^ It is now being increasingly felt that 
social welfare largely depends upon the soundness of the finance 
of the public authorities, that is, on how they raise their reve¬ 
nues and spend them. Public finance has been defined as that 
branch of economics which studies the income and expenditure 
of the public authorities—including all governmental organi¬ 
sations and also provincial and local bodies, e.g., municipalities, 
district boards, etc., and the adjustment of the one to the other. 

The enormous sum which the modern governments raise as 
their revenue and their total expenditure bear testimony to the 
great importance which this branch of economics has assumed 
in the economy of the modern countries. No longer people 
subscribe to the laissez-faire school of thought of the 19th cen¬ 
tury wWch advocated for a policy of restricting the scope of 
state activities only to the political sphere and held that the 
ideal principles of public finance were to keep the burden of 
taxation as low as possible ami to reduce the government ex¬ 
penditures to the minimum. Defence was i^nsidered to be 
main objective of the government and hence, it was Ihbught; 
proper that the government expenditure on other ftctiyiii^, 
besides defence, should be restricted, to the Q^mum. Eor, 

.'V (eth Ed., IdSS) p. 9. 
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it was believed that spending by government, except for the 
purposes of defence, was necessary, whereas the individuals spend 
money for productive purposes. “The very best of all plans of 
finance,” in the words of J. B. Say, “is to spend little and the 
best of all taxes is that which is Ifeast in amount.” 

These ideas, are, however, no longer accepted. The grow¬ 
ing complexity of the modern life has made it necessary for the 
state to extend its scope of activities ^to social and economic 
spheres. The ideal principle of public finance, therefore, no longer 
is that the state should tax as little as possible and spend as 
little as possible. It is now acknowledged that neither all 
taxes are bad nor all expenditures by the government, besides 
tJiose incurred for defence, are unnecessary and unproductive. 
It is not a wise policy, it is now understood, which advocates 
that the state should curtail public expenditures in order to 
reduce the burden of the tax to be borne by the people. For, 
expenditures by the state for such purposes as improvements in 
education, health, etc., are of distinct advantage to the people 
as a whole and they increase the social welfare and also the 
productive efficiency of the people. Similarly, every tax is 
not an evil. A tax, for instance, on alcohol or other intoxi¬ 
cating drugs, by raising their prices and thus checking their 
consumption does some positive good to the society. On the 
other hand, it is true that, some public expenditures, as for ex¬ 
ample, expenditures on unnecessary war, etc., are certainly in¬ 
jurious and do no social good and hence, such expenditures mean, 
waste of resources and, therefore, are undesirable. 

What, then, should be the fundamental principle of public 
finance which should guide the public authorities ? The 
public authorities have to take into consideration the effects 
of the burden of the taxes they may impose and also the effects 
of the expenditures ^ey may incur together and so to raise 
their revehue and disburse it, as to secure the maximum social 
l^dvantage from such operations of their financial policies. 
therefore/' observes Dalton, “public finance is to be treated, as 
of science, economic or political, and not merelv as a 
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string of catchpenny maxims, one fundamental principle must 
lie at the root of it.” ^ This fundamental principle, says he, is 
the Principle of Maximum Social Advantage. “Most of the 
operations of public finance resolve themselves into a series of 
transfers of purchasing powei. These transfers are made, by 
taxation or otherwise, from certain individuals to public autho¬ 
rities, and back again from these authorities, by way of public 
expenditure, to other individuals, some of whom, such as police¬ 
men or contractors, render services in return, while others, such 
as old age pensioners, do not.As a result of these ope¬ 

rations of public finance, changes take place in the amount 
and in the nature of the wealth which is produced, and in the 
distribution of that wealth among individuals and classes.' 
Are these changes in their aggregate effects socially advan¬ 
tageous ? If so, the operations are justified; if not, not.” ® 
Hence, the test of sound public finance is the degree of social 
welfare or social advantage which it secures and that system 
is the best which secures the maximum social advantage from 
the operations which it conducts. Now, what should be the 
test of social welfare ? Obviously, the chief conditions of an 
increase in the economic welfare of any community are im¬ 
provements in production and improvements in distribution of 
what is produced, that is, a reduction in the inequality of in¬ 
comes. With these objects in view, the public authorities have to 
examine, not only the character of public expenditure but also 
the nature and the methods of taxation which may be adopted. 
For, the same revenue may be raised by different methods, but 
one method of raising the revenue may secure greater welfare 
than another. Hence, the test of sound public finance lies 
“not in the amount of expenditure incurred by a government 
nor the amount of revenue raised by it in the discharge of its 
duties but in the methods of doing them gnd in the net benefit 
enicyed by the people from the operation of state finances.” ^ 

1 Cit. pp. 9-10. 

S DaiUm-r-t^Olp. Cit. p, 10. 

9 pifttidaniieatak of Ewnotmics by Md^ta axid Otbei»—Eo^ p. OSO. 
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Public Finance and Private Finance t There are cer¬ 
tain differences between public finance and private finance, 
although, broadly speaking, the problem in either case relates 
to the management of the revenue and expenditure. In the 
first place, in the case of an individual it is his income which 
determines his expenditure, whereas, in the case of a public 
authority, it is the expenditure which determines the amount 
of income it should have. In other wgrds, while an individual 
adjusts his expenditure to his income, l.e.y keeps the expen¬ 
diture within the limit of his income, a public authority adjusts 
its income to its expenditure, that is, increases its income 
to meet increased expenditure, if necessary. 

That there is some truth in this view cannot be denied. 
But the difierence, it should be noted, is only one of degree and 
not of kind and, therefore, should not be exaggerated. For, in 
certain circumstances, an individual adjusts his income to his 
expenditure and also a public authority adjusts its expenditure 
to its income. For example, an individual’s expenditure may 
increase because he marries and so he may decide to increase 
his income by working harder, that is, he adjusts his income to 
his expenditure. Similarly, during a period of economic de¬ 
pression, when the revenue of a government falls, it may take 
recourse to retrenchment, etc., to curtail expenditure, that is, 
it endeavours to adjust its expenditure to its income. 

Secondly, the ways by which the individual and the pub¬ 
lic authority seek to meet deficit, if any, in their incomes 
are also different. When, for instance, a public authority’s ex¬ 
penditure exceeds its income in a year, it may iirieet the deficit 
in either of the following ways, viz., (i) by borrowing from 
foreign countries, tliat is, by raising an .external loan, or (ii) by 
borrowing from its owa citizens, that is, by raising an internal 
loan, or, again, (iii) it may take recourse to printing notes. But, 
in the case of an individual, if his expenditure is more than his 
income, then he may meet the deficit either by earning more, 
by workiiig harder, or by borrowing from others, but he nether 
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can borrow from his ownself (as the state borrows from itself, 
i.e., from its own citizens) nor can he issue notes, that is, paper 
money. 

Thirdly, theoretically, th^ public authority should so dis¬ 
tribute its revenue among different items of expenditure as to 
secure equi-marginal returns from each, just as ordinarily, an 
individual distributes his income among different items of con¬ 
sumption in such a waV as to obtain cqui-nuirginal returns 
from each. But, for a public authority it is hardly possible to 
achieve this ideal in practice. A government owing to the 
existence of special interests, etc., may not succeed in distribut¬ 
ing its expenditure according to the law of equi-marginal re¬ 
turns. Nevertheless, it is also true that in distributing his in¬ 
come between present and future exi)cnditurcs, an individual 
does not make adequate provision for the future but a stale 
makes better provision for the future than is done by the in¬ 
dividual, since, it does not discount the future at such a high 
rate as is done by the individual. 

Finally, it should be noted that although it is not desirable 
for an individual to run into debts by spending more 
than his income permits—it may not be so for a gov¬ 
ernment. An unbalanced budget or a lai*ge public debt is not 
always harmful. For, increased expenditure by the state may 
increase production and employment and thus may lead to an 
increase in the national income and, therefore, ultimately may 
be beneficial. The need for a balance between the revenue and 
the i^cpenditure is not so indispensable in the case of a public 
authority as it is in the case of an individual. The fiscal policy 
of any government is, therefore, to be judged by its effects on 
production, and distribution and increa^ expenditure may b^ 
justified when such expenditure leads Jo an increase ki the 
aggregate national income and employment. 
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PUBLIC REVENUE 

Sources of. Public Revenue : The sources of public 
revenue have been classified by different writers in different 
ways. According to A. Smith, for instance, the two principal 
sources of public revenue are : (i) the revenue from sovereign’s 

possessions, e.g.^ land, etc., and (ii) the income from the pos¬ 
session of wealth by the people, that is, from taxation. 

Seligman classifies the sources of public revenue in a diffe¬ 
rent way. According to him, the sources of public revenue 
aro the following : (i) Gratuituous, c.g., voluntary gifts to the 
state ; (ii) Contractual, that is, income received as a result of 
contractual relations between the government and the citizens; 
(iii) Compulsory source, that is, revenue obtained through the 
exercise of the sovereign power, e.g.t the penal power, the power 
of eminent domain the power of the state to take private 
property for public use without the owner’s consent), the power 
of imposing taxes, etc. 

A third way of classification of the sources of public re¬ 
ceipts has been given by Taylor. The sources of public reve¬ 
nue, according to him, are as follows : (i) Grants and gifts, 

that is, voluntary gifts of donors without any expectation of 
direct benefit from such gifts, (ii) Administrative Revemie.s, 
e.g., fees, licenses, fines, forfeitures, special assessments, etc., (iii) 
Commercial Revenues, e.g„ payments for postage or prices paid 
for commodities produced by the government or 'for the services 
rendered by it. (iv) Taxes. ^ 

, It thus appears that the sources of public revenue can be 
broadly divided intc^two categories, viz.. Tax and Non-tax 
sources. Let us examine the nature of these sources. 

: (i) Commercial Revenue, (ii) , Adminwtiative 

and TpiyiKwBttwafttm fevemies, (iii) Taxation, (iv) Public l^^ana, (v) Subven'^ 
ti^ aad gcaa^ (vi) Book-keeping revenues or tr^few. 
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Taa>i A tax is a comyvlsory charge levied by a public 
authority to defray the expenses incurred for conferring com¬ 
mon benefits without any reference to direct qvM quo, 
that is, without any refereq^ce to special benefits conferred 
against such payment. The distinctive features of a tax, 
therefore, are : (i) it is a compulsory payment and, (ii) the 
“absence of a direct quid pro quo between the tax payer and 
the public authority.” ^ ^ 

Non-tax Sources of Public Revenue : The following are 
the main non-tax sources which yield revenue to the govern¬ 
ment : 

(i) Fees : While a tax is a compulsory charge levied by 
the public authority to defray the expenses incurred in the inte¬ 
rest oi all, that is, common interest, a fee is a payment made 
by a person to the government for some specific service rendered 
by it. The amount of the fee, however, is not necessarily re¬ 
lated to the cost of performing the service for which it is paid. 

(ii) Prices : Prices refer to those revenues which are 
obtained by the government by sale of services and goods. 
These prices are not compulsory, that is, one need not pay if 
he does not avail himself of these goods and services. 

(iii) Special Assessments : These are payments made by 
the owners of fixed properties to the government for the benefits 
they enjoy when the latter (that is, the government) under¬ 
takes any improvement of these properties in the interest of 
the public. When, for instance, a broad street or a park is 
opened in a locality the people living in the neighbourhood 
derive a special benefit because of the improvement and, hence, 
may be made to pay a special assessment. It is thus a “compul* 
sory contribution, levied in proportion tq^ the special benefits 
derived, to defray the cost of a ^ecific improvement to pro¬ 
perty undertaken in the public interest.”* 

1 T0pa«ng--'Fna^ples, Vol* II, p* 488. 
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A special assessment resembles a tax in that it is a compul¬ 
sory payment. But, it is different from a tax since one who pays 
it receives a direct quid pro quo against such payment. A 
special assessment is thus a device by which the public autho¬ 
rity may secure a part of the unearned increment in the value 
of fixed property which arises from specific improvements it 
undertakes. 

(iv) Duties : Duties are thosc«spccial charges which are 
levied on individuals with a view to discourage them from con¬ 
suming certain goods and services whose unrestricted consump¬ 
tion is considered harmful to the society, e.gr., charges levied 
on consumption of alcohol, drugs, etc. Duties, like fees, are 
not compulsory and are levied in proportion to consumption, 
but fees like duties, are not charged in order to discourage con¬ 
sumption of goods and services because they are considered as 
harmful. 

Adam Smith's Canons of Taxation : Adam Smith in his 
Wealth of Nations (1776) laid down four famous canons of 
taxation which even now are i^egarded as important administra¬ 
tive principles of taxation. These four canons of taxation are 
the following : 

1. The Principle of Ability or Equality : ' “The subjects 
of every state ought to contribute towards the support of the 
Government as nearly as possible in proportion to their respec¬ 
tive abilities; that is, in proportion to the revenue which they 
respectively enjoy under the protection of the state.” 

2. The Principle of Certainty : “The tax which each in¬ 
dividual is bound to pay ought to be certain and not arbitrary. 
The time of payment, the manner of payment, the quantity to 
be paid, ought all to be clear and plain.” 

3. The Principle of Convenience : “Every tax ought to 
be levied at the time, or in the manner, in which it is most like¬ 
ly to be convenient for the contributor to pay it.” 

4. The Principle of Econ^y : “Every tax ought tp be 
so contrived as both to take out and keep out of the pockets 
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of the people as little as possible over and above what it brings 
into the public treasury.” 

The first of these canons, vh., the canon of equality or 
ability suggests that every body should pay tax according to 
his ability to pay, or, in other words, taxes should be so levied 
that the real burden or the sacrifice involved 'should be equal 
for all. Should, then, the tax system be proportional or pro¬ 
gressive ? There seems to exist certain confusion as to what 
Smith had in his mind while he formulated this canon of taxa¬ 
tion and there is difference of opinion in the matter. Secondly, 
how to measure an individual's ability to pay taxes ? The 
{irinciple, therefore, appears to be vague and ambiguous. 

The principle of certainty implies that there should not be 
any dopbt or uncertainty about the time, place and the amount 
of the tax one has to pay and the state should also be certain 
about the amount of revenue it may obtain from the taxes. 

Similarly, the principle of convenience implies that care 
should be taken to see that no unnecessary hardship be in¬ 
flicted on the tax-payers and that the time and the me¬ 
thod of collecting the taxes are convenient to the tax-payers. 

Finally, the principle of economy implies that the cost of 
collection of the taxes should be as small as possible. Economy 
in taxation calls for elBciency of administration as well as pro¬ 
per selection of taxes, that is, selection of those taxes only which 
have the least objectionable economic effects. 

Canons of Prodiiotivity and Elasticity : Besides these 
four canons of Adam Smith we should discuss two more canons 
of taxation which have been formulated by later writers. These 
are the canon of productivity and the canon of elasticity. 

The canon of productivity implies that the taxes should be 
90 selected that they bring in sufficient revenue to the exchequer. 
Obviously, from the imine<ii*te and practical jpoint of view, the 
principle of productivity is of great importance to the flnanmt 
apthorilies whose increasing expenditures in these days necies- 
sitati the raiernc cl lainie revenues/ 
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The principle of elasticity means that the taxes should be 
such as can. be readily varied, that is, increased or decreased 
according to the revenue needs of the state as well as according 
to the changes in the economic conditions of the country. The 
tax system, that is to say, should be considered clastic when it 
can be expanded or contracted in a short time to increase or 
decrease the revenue according to the increase or decrease in 
the needs of the state. f 

Principles of Taxation : It has always been the endea¬ 
vour of the statesmen to distribute the burden of a tax in the 
most judicious way. But what is the most judicious way in 
which the money burden of a tax can be distributed ? Obvious¬ 
ly, there is no unanimity of opinion in the matter and since the 
days of Adam Smith, various theories have been advocated to 
secure the equitable distribution of the tax burden. In the 
following paragraphs we have discussed some of these theories. 

Financial Theory : A tax, according to this theory, is 
just a means for providing revenue to the state. It is a device 
for obtaining revenue for the public authority with least pos¬ 
sible resistance from the tax-payers. Such a theory is tho¬ 
roughly unacceptable since it neither takes into account the 
objects of the expenditure for w’hich the revenue is raised, nop 
does it explain as to how the burden of the tax should be dis¬ 
tributed. 

The Benefit Theory : According to this theory, justice 
in taxation can be secured if the burden of taxation be distri¬ 
buted among the tax-payers in proportion to the benefit they 
derive from the activities of the state. That is, in other words, 
those who derive more benefit from such activities should pay 
larger amount of tax. 

A tax, we ha^e seen, is a compulsory contribution levied 
upon persons ^gainst which there is no direct qtdd pro quo. 
That is, the amount of the tax the individuals pay b^rs 
no relation to the benefit they enjoy. It is levied to ineer 
the etpens^ of the state for conferring common bitefitii 
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on all. Secondly, is it possible to measure the amount 
of benefit enjoyed by different individuals ? How can 
we, for instance, measure the benefit we derive from the main¬ 
tenance of police by the public authority ? Thirdly, it is the 
poorer classes who derive the mi&imum benefit from the activi¬ 
ties of the state. Are they, as the theory implies, therefore, to pay 
larger amount of tax ? Obviously, thus, the benefit theory 
is inadequate and hardly «,can be accepted as a satisfactory 
theory of taxation. If, however, the “relation to the state of 
citizens en masse rather than the individual tax-payer be con¬ 
sidered, there is a sense in which the aggregate of taxes re¬ 
presents payment for the aggregate of collective benefits ren¬ 
dered by the state.” ^ 

The cost of Service Theory ; According to this theory, 
the costs which the state has to incur for rendering the services 
to the individuals should be borne by them. That is, in other 
words, taxes should be levied in order to meet the actual costs 
which the government incurs for rendering services to the in¬ 
dividuals. > 

The theory is unsatisfactory for more than one reason. In 
the first place, we know that a tax is a payment against which 
there is no direct quid 'pro quo —^it bears no relation to the cost 
the public authority incurs for rendering specific services. 
Secondly, is it possible to calculate the cost of rendering a cer¬ 
tain service to particular individuals which the state renders 
to all in common ? Certainly, no accurate calculation is pos¬ 
sible. Thirdly, the theory implies that only those who can 
bear the cost will enjoy the benefits of state services and oth^s 
who are unable to pay the cost shall be deprived of these ser¬ 
vices. Hence, such a theory of taxation is both unsatisfactory 
and undesirable. The government may charge fees to meet the 
costa of the services it performs but cannot levy taxes for meet¬ 
ing the costs it incurs for performing specific services to the 
individuals. 

' p; 986* 

' 'A .. 
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The ‘Faculty’ or the ‘Ability’ Theory : Taxes, according 
to this theory, should be levied upon the individuals not in 
proportion to the benefits they receive but in proportion to 
their ‘faculty* or ‘ability* to pay taxes. ‘Faculty* or ‘ability^ 
to pay is, of course, a better Tjriterion than the benefit enjoyed 
by the tax-payers and hence, it appears just that the tax bur* 
den should be apportioned among the people in proportion to 
their ability to pay. But the mea^remcnt of ability, or jacfulty 
presents difficulties. For, how can we measure the ability of 
an individual to pay taxes ? 

Ability, according to some, can be measured by an indivi- 
duaFs expenditure on consumption. Others suggest that the own¬ 
ership of property is a true measure of an individual*s ability to 
pay taxes. There are others still who hold that the true mea¬ 
sure of a man*s ability to pay taxes is his money income. Let 
us, therefore, examine each of these views and ascertain how 
far they are satisfactory. 

In the first case, is it always true that a man*s expenditure 
is a real measure of his ability to pay taxes ? Obviously not. 
For, a man*s expenditure depends on various factors, e.g., his 
family, number of the dependants he has to maintain, etc. 
Mr. X, for instance, may have to spend more than Mr. Y 
because he has a large number of dependants while Mr. Y has 
no dependant. We, can not, therefore, conclude that Mr. X’s 
• capacity to pay tax is more than that of Mr. Y. Expenditure, 
therefore, is not a satisfactory test of an individual’s ability ta 
pay taxes. 

Similarly, the ownership of property also is not a satis¬ 
factory measure of an individual’s ability to pay taxes. For , 
example, Mr. X may have a large income but does not own any 
property, whereat Mr. Y rnhy have some property but his in¬ 
come is very poor. If ownership of property be the test of a 
man’s ability to pay taxes, then, Mr. X with a large money in¬ 
come will not have to pay tax since he does not own any prepay, 
wheresd, Mr. Y has to pay tax although his money income k , 
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poor. Hence, the ownership of property is also not a true mea¬ 
sure of a man’s ability to pay taxes. Besides, property also 
•differs greatly in productiveness. 

Neither the expenditure on consumption nor the ownership 
•of property, therefore, can be accepted as a true measure of an 
individual’s ability to pay taxes. Hence, in modem tax systems 
a man’s ability to pay lax is measured by his money income. 
The larger the money incon^ie, that is to say, the greater is the 
capacity to pay tax. Hence, while apportioning the tax bur¬ 
den the authorities should impose greater burden on those with 
higher incomes and lesser burden on those with poor incomes. 

But even money income, as a test of a man’s ability to pay 
taxes is not without some defects. For, money income by itself 
does not give a proi)er idea of an individual’s ability to bear the 
burden of the tax. For instance, the money income of two 
persons may be the same but one may have a large family and 
the other a small one. Obviously, their ability to bear the 
burden of the tax is not the same. It has, therefore, been sug¬ 
gested by Lord Stamp that in order to ascertain an individual’s 
ability to pay taxes, besides his money income, we should take 
into consideration the following factors. Firstly, we have 
to take into consideration the element of time, that is, the in¬ 
come of which particular period should be taken into account. 
‘Secondly, it is possible that a person earns an income from the 
property he owns but at the same time he has to spend a part 
of his income for the improvement, necessary repairs, etc., of* 
the property and hence his entire income should not be regard¬ 
ed as pure income. We have, therefore, to ascertain whether 
;an income is a pure one, that is, without any wastage or return 
of capital or not. Thirdly, often incomes contain what iat 
Aaid to be a pre&moua ehmentf that is, a man may earn, for 
instance, As. !S00 but he may have to spend Bs. 4f0 or Bs. 40 in, 
4 >rder to earn that income and hence, allowance must be made 
lor diis element, Knaily* the ^ility of a man to pay iax 
•depends u|^ such factors as the daims of his family, etc« 
Hence, we have. Jjo conidder. whether a man is free to spend his 
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entire income as he chooses to spend or if his freedom is res¬ 
tricted by domestic circumstances, that is, claims of his family,, 
etc. 

The Principles oj Equality oj Sacrifice, Proportional Sac¬ 
rifice and Least Aggregate Sacrifice. 

We have* discussed the principle of ability from the objec¬ 
tive point of view. But ‘ability to pay’ has also been inter¬ 
preted from the subjective point ofrview, that is, from the point 
of view of the ‘sacrifice* that the payment of taxes inflicts 
on the persons who i)ay the taxes. For, while paying the taxes, 
they have to forego a certain amount of satisfaction, that is, 
they have to make certain sacrifices. Three schemes, based on 
three different principles, (i) equality of sacrifice, (ii) pro¬ 
portional sacrifice, and (iii) least aggregate sacrifice, have been 
suggested for the distribution of the tax burden from the stand¬ 
point of sacrifice. In brief, they are as follows : 

(i) According to the principle of equal sacrifice, the money 
burden of taxation should be so distributed among the tax¬ 
payers that the sacrifice made by them, that is, the real burden 
borne by them, is equal. Theoretically, the principle is plau¬ 
sible but difficulty arises when we want to calculate the real 
burden of the tax-payers. For, how can we measure the ‘sac¬ 
rifice’ or the subjective loss which a tax-payer undergoes or 
suffers while he pays the tax ? Equal distribution of sacrifice 
among the tax-payers, thus, is hardly possible in practice. 

(ii) The principle of proportional sacrifice states that the 
burden should bear the same ratio to all incomes. But a man’s 
ability to pay tax increases more than the increase of his income- 
and hence, from the standpoint of equity, progressive tax sys¬ 
tem is more satisfactory than the proportional tax system. 

(iii) Taxes, ^according, to the principle of minimum or 

least least aggregate sacrifice, should be so arranged that ih» 
real burden borne by the tax-payers as a whole is minimum,! 
that is, as small as possible. In otl^er words, the agj^ga^ 
saaifice of the tax-payers, taken as a nrholerShould be least,^ , 
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There is much to be said in favour of this principle. For^ 
the maximum social welfare, which is the aim of public finance, 
can be attained only when the aggregate sacrifice of the tax^ 
payers is minimum. But, according to this principle, while the 
poorer section of the people may*be exempted and hence, may 
not have to pay any tax, the richer section with higher money in¬ 
comes, has to bear the burden of the tax. The state, in order 
to raise revenues, will, ther^ore, go on taxing the tops of the 
highest incomes. But such a policy may affect the people’s 
willingness to work and save adversely and, therefore, may 
impede the accumulation of capital. It is, therefore, necessary 
to see that the burden on the rich be not so heavy as to re¬ 
tard saving and ultimately to diminish the national dividend. 

Proportional, Progressive, Regressive and Degressive 
Taxes i There is no differe nce of opinion on the point that the 
object of public finance is to secure the maximum social advan¬ 
tage. But to attain this object how the tax burden should be 
distributed among the people ? In any case, taxes should be re¬ 
lated to the objective measure of ability to pay and, hence, we 
have to take one’s money income as his test and vary the rate of 
the tax to attain our objective—^the maximum social advantage. 
From the standpoint of the rate-structure, taxes may be of four 
types viz,. Proportional. Progressive, Regressive and Degressive. 
Let us, therefore, examine the nature of each of these types and 
fiind out how far equity in the distribution of the tax burden can 
be attained by them. 

Proportional Tax s A tax is said to be proportional when, 
the tax-payers have to contribute the same proportion of their 
incomes as taxes, that is, the rate at which the different in- 
cpmeB, large or small, are taxed is the same.* If, for instance, 
three persons, A,.B, and C earn say, Rs. 100* Rs. 300, and 
Rs. 6Q0, ,re8pedively, under a proportional' tax system, assum¬ 
ing the rate, of ^e tax to be 5 p,e., A will Rs. 5, B, Rs. 15 and, 
Rs. $0* as that is, whatever tho amotmt of the income 
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of these persons, from each the same percentage of the income 
is taken away in taxes. 

In the 19th century, the belief was that justice in taxation 
called for a proportional lax system. The idea which worked was 
that the distribution of wealth should be left undisturbed and the 
proportional tjpc system, under which the same percentage of in¬ 
come is taken from all as taxes does not disturb the distribution 
of wealth. Adam Smith also laid emjjhasis on proportional taxes 
when he said that the “subjects of every state ought to contri¬ 
bute towards the support of the Government as nearly as pos¬ 
sible, in proportion to their respective abilities; that is, in pro¬ 
portion to the revenue which they respectively enjoy under the 
protection of the state.” But a proportional tax system is not 
wholly satisfactory. It does not, for instance, satisfy the principle 
of equity. According to the marginal utility theory, we know, 
the utility of money decreases as the income of a person 
increases. Hence, when a tax-payer’s income increases, his 
ability to pay taxes increases more than proportionately. The 
need for equitable distribution of the tax burden among diffe¬ 
rent income groups, therefore, calls for progressive taxation. 

Progressive Tax : A tax is said to be progressive when 
the rate of the tax increases as the incomes of the tax-payers 
increase, that is, as their incomes increase the tax-payers 
have to contribute larger and larger proportion of their incomes 
as taxes. 

In our illusti’ation, if the tax be progressive instead of 
being proportional, then A will have to pay Rs. 5, ».a., at the 
rate of 5 p.c., B will have to pay, say, Rs. 21, that is, at the 
rate of 7 p.c., and C will have to pay, say, Rrf. 66, t.e., at the 
rate of 11 p.c. The rate of tax, thus in this case increases 
as the income of the tax-payer rises. That is, the larger is his 
income, the larger is the proportion which he has to contri¬ 
bute as taxes. 

Justification of Progressive taxation : Progressive taxa¬ 
tion has been justified on several grounds. In tJie first plaee, 
it is held that since the marginal utility of money dinpiinish^ 
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with every increase in the income of the tax-payer, the principle 
of equality of sacrifice calls for progressive taxation, for, it is 
only by this method that larger and larger share of incomes can 
be taken away from the people with higher incomes and thus 
equality of sacrifice can be secared from the tax-payers with, 
different incomes. Besides, it is said, that as a personas income 
increases his ability to pay taxes increases more than in pro¬ 
portion to the increase of his income and hence, in accordance 
with the ability theory, tlfc rate of the tax should be higher 
for those who have larger incomes. 

Secondly, progressive system of taxation, that is, taxing 
higher incomes at progressively higher rates, is also justified 
because it satisfies the principle of least aggregate sacrifice. 

Thiidly, according to Hobson, an individual’s income con¬ 
tains two elements, viz., an element of cost and secondly, an 
element of surplus, i.e., the amount which is not necessary to 
call forth the efforts of the income earner. Since, taxing the 
element of cost would destroy the income itself, it should be 
exempted; but the element of ^surplus* can be taxed with¬ 
out any detrimental effect. According to Hobson, the 
larger incomes contain a large proportion of ^surplus* and 
hence, taxing this surplus at a progressive rate is justified. 

Fourthly, the incomes, specially of business firms and com¬ 
panies, it is said, should be taxed at a progressive rate, since 
the target the income, the greater is its power for the 
production of further income, and hence, more can be taken 
away from it in taxes without any harmful effect. 

Fifthly, progressive taxation has also been justified on the 
ground that it is an useful instrument in the hands of . the 
government which can be used for reducing the glaring inequa¬ 
lities in the distribution of wealth in a capitalistic system. 
By taxing the rich at a higher rate and spending more on varibua 
social se^ices and thus transferring the wealth frozh> the rich 
to, the poor through these expenditures, the state cah go a long 
Way to pi^eveht the concentratiojq of wealth in the hands of a 
. and to steure. sodid iustice. 
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Finally, it has now been acknowledged on all hands that the 
most urgent need for the modem government is to secure full em¬ 
ployment. But a policy of full employment requires a high 
marginal propensity to consume and progressive taxation is 
helpful for increasing the cominunity’s propensity to consume 
since it secures a transfer of wealth from the rich whose pro¬ 
pensity to consume is low to the poor having a very high pro¬ 
pensity to consume. 

These are no doubt valid rea^ns for the justification of 
progressive taxation. But we should also bear in mind the fol¬ 
lowing points in this connection. In the first place, even if it 
is granted that with an increase in the level of income, the 
marginal utility of money diminishes—how can we calculate 
the rate at which this decline in the utility of money, as one’s 
income increases, takes place and decide the rate of progression 
which would ensure equal sacrifice for all ? Obviously, no such 
calculation is possible. It is true, as Pigou observes, that the 
law of diminishing utility stales that the last £ 1 of an income 
of £ 1,000 carries less satisfaction than the last £ 1 of an income 
of £100. But, the law of diminishing utility does not assert 
that the last £10 of a £1,000 income yields less satis¬ 
faction than the last £1 of a £100 income and hence, 
according to him, the principle of progression cannot 
be justified on the basis of the law of diminishing utility. 
Secondly, is it always true that the large incomes contain 
large surplus elements ? In the first place, the distinction bet¬ 
ween costs and surplus is a purely psychological one and we 
have no objective criteria to determine the rate of 
graduation and secondly, as has been pointed out by Lord. 
Stamp, the accrual of surplus depends on factors not neces^ 
sarily connected with the mere size of the income, e.g., market 
conditions governing the jrield of investment, etc. Hence, it 
is not proper to. assume that la^e incomes necessarily contain 
large surplus elements. 

It is, however, true that there is much room for improve 
m^t in llie ^ting social order and al^ough the th^y ^ 
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‘ability* op ‘faculty’ justifies proportional taxation,—progressive 
taxation can be defended in so far as it can be used as an in¬ 
strument fop improving the existing social order. Need for 
a re-distributive taxation policy is being increasingly felt by all 
for securing social justice and fidl employment and progressive 
taxation may prove greatly useful in helping the state to achieve 
these ideals. 

Regressive Tax : A tax is said to be regressive when the 
rate of the tax diminishes as the tax-payer’s income increases, 
Le,, under regressive taxation the larger the income of a tax¬ 
payer, the smaller is the proportion which he has to contribute 
as tax. A regressive tax, thus, is just the reverse of a progres¬ 
sive tax. 

Degressive Tax * A tax is said to be degressive when it in¬ 
creases with the increase in the income but the rate of increase 
of the tax decreases with every increase in the income. 
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PUBLIC REVENUE (Could.) 

Taxable Capacity t Any •definition of the concept of tax¬ 
able capacity pf a community is sure to be incomplete. For, it 
is a purely relative concept and depends on vtirious factory- 
economic and non-ec!onomic—^many of which, again, vary from 
time to time and cannot be measured satisfactorily. Hence, 
no precise definition of the absolute taxable capacity of a com¬ 
munity can be wholly satisfactory. Nevertheless, there have 
been various attempts to define the concept of taxable capa¬ 
city. According to Silverman, for instance, by taxable capacity 
is meant, ‘"the maximum amount that can be deducted from a 
community’s income consistent witli the maintenance of that 
income in years to come.”^ But how to measure this maximum 
which should be taken away without adversely affecting the 
people's willingness to work and save and also without affect¬ 
ing their efficiency and standard of living ? Moreover, it is 
not enough to maintain the income-producing power of a com¬ 
munity at a certain level; rather, what is more important is to 
see that this power should increase. We have, therefore, not 
only to make allowances for depreciation, etc., but also to see 
that the national income gradually increases. How are we to 
determine the allowance to be made for ensuring the growth of 
capital ? The definition, thus, is not very satisfactory. 

The concept of taxable capacity has been defined by 
Findlay Shirras as the “total surplus of production over the 
minimum consumption required to produce that volume of pro¬ 
duction, the standard of living remaining unchanged.” But 
in this case, too, there are certain difficulties. For instance, 
what should be tlip minimum standard of living of the people 
and how it should be determined ? Secondly, in times of crises 
like war, etc., it becomes a necessity to increase the people’s tax-. 


1 SUvernia&---Taxation, p. 58. 
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able capacity even by reducing their standard of living. Final- 
ly> it is assumed that whatever surplus remains after allowance 
is made for the minimum standard of living can be taken away 
by the state. But, in practice, this is hardly possible. 

It is, therefore, extremely <difficult to make an accurate 
estimate of the taxable capacity of a community. Neverthe¬ 
less, it is true that the taxable capacity of a community de¬ 
pends on certain factors. In brief, these factors are the fol¬ 
lowing. ''' 

In the first place, the character of the tax system itself in 
no small measure influences the taxable capacity of a commu¬ 
nity. A large revenue can be raised without any prejudice to 
the productive capacity of the people, when greater reliance is 
placed on direct taxes such as, income tax, inheritance tax, etc. 
Secondly, the taxable capacity also depends on the manner 
in which the national income is distributed among the tax¬ 
payers. For example, when an individual has an income of, 
say, Rs. £5,000 his taxable capacity will be certainly greater 
than that of fifty men each earning, say, only Rs. 500. Hence, 
it follows, that the greater the inequality in the distribution of 
the national income, the greater is the taxable capacity of the 
people. Thirdly, the taxable capacity also depends on the 
character of the industrial organisation of the countiy” and the 
standard of living of the people. Both affect the people’s wil¬ 
lingness to work and hence, their productive efficiency. 
Fourthly, the nature of the government expenditure is also an 
important factor which should be taken into consideration in 
our study of the taxable capacity of a community. A com¬ 
munity’s productive capacity and income and^ therefore, tax¬ 
able capacity will increase if the tax revenue be spent by the 
public authority on improvement of education, health, etp. 
The taxable capacity, on the other hand, w¥ll be reduced .if. the.. 
revenue be utilised to repay an external debt of, id spent on buil- 
dmg Competitive armaments, etc. There is, again, a close coHr 
nej^n between the si^ of the population, the national income 
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and the taxable capacity. The taxable capacity, for instance, will 
increase when the national income increases at a rate faster than 
the increase in the number of population and hence, the per 
capita income of the people in(5*eases. Finally, it should be re¬ 
membered that the taxable capacity, to a great extent, depends 
on the psychology of the people. For instance, a community's 
taxable capacity may be greater diying the times of emergen¬ 
cies like war, etc., when the people may agree to make greater 
sacrifices than they would in normal times. (In normal times 
they wotdd not agree to lower their standard of living). 

Burden of a tax : The burden of a tax may be direct or 
indirect, and also there may be money burden or real 
burden of a tax. The direct money burden is mea¬ 
sured by the sum which is paid in taxes. The in¬ 
direct money burden is borne, for instance, by a seller of 
goods which are taxed for he , has to pay the tax 
in the first instance, although, he I'ealises the amount of the 
tax by raising the price of the commodity. But meanwhile he 
loses the interest which he would have earned on the sum paid 
in taxes. 

The direct real burden of a tax is measured by the loss of 
economic welfare suffered by the tax-payer because of the im¬ 
position of the tax. And the indirect real burden similarly can 
be known from the. indirect effect of the tax. The buyers, for 
instance, of a commodity will reduce their consumption of the 
same when the price will be raised as a result of the imposition 
of the tax. Such reduction of consumption will obviously mean 
a loss of welfare for them and this loss measures the indirect real 
burden of the tax. 

The Shiftily and the Incidence of Taxation. 

The impact and the incidence of a tax s In order to 
understand properly how different individuals are affected by 
-different taxes, it is necessary to know the meaning and the 
aigku$cance of the terms ‘impact' and ‘incidence*. We may 
plain the' meaning of the terms with the hel^ of illustrations., 
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Take, for example, two commodities: tobacco and tea on 
which duties have been imposed. But the producer of tobacco, 
although pays the tax but by raising the price of tobacco by 
the amount of the tax succeeds ki transferring the burden of the 
tax to the consumers of tobacco. That is, whilp the impact is 
on the producer, the incidence is on the consumers. But, in the 
case of tea, enhanced price may mean reduced consumption of 
tea and hence, the producer is unable to transfer the burden of 
the tax, at least fully, to the consumers. In this case, the pro¬ 
ducer bears, at least partly, the burden of the tax. Hence, it 
is possible that while the impact of a tax may be on one person, 
the incidence may be on another. For, the impact of a tax is 
on the person who first pays the amount of the tax, i.e., from 
whom the tax is collected and the incidence of a tax is upon 
the person who bears the ultimate money burden of the tax, 
i.e., who pays the tax eventually. And the process by which 
the burden of a tax is transferred from one individual to another, 
is known as ‘shifting.’ No tax, however, can be shifted con¬ 
tinuously,—eventually, the burden has to be borne by one 
eventually, the shifting must end, in incidence. 

The burden of a tax, thus, is shifted by raising the price 
of the commodity taxed. The incidence of a tax on a commo¬ 
dity, therefore, is determined by the relative elasticity of 
demand and of supply of the commodity. That is, other things 
being equal, the more elastic the demand for a commodity, the 
more will be the incidence of the tax upon the seller and the 
more elastic the supply (other things being equal) of a cora'- 
modity, the more will be the incidence of the tax upon the 
buyers. 

In our illustration, in the case of tobacco since the demand 
is assumed to be inelastic—-the buyers will^pay a higher price 
and hence, the incidence will be on the buyers but in the csise 
o| t^ since the demand is assumed to be elastic and so will fail 
when the price is raised, the burden cannot be shifted to the 
ccmsumeiis by the seller and hence, the incidence be on hifn, 
t>,,/the sdtler, ^ k 
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Similarly, when the supply of a commodity is elastic, the 
producers will be able to raise the price of it by the amount of 
the tax, because the buyers will not be able to resist the rise 
in the price, since the producers may curtail the supply of the 
commodity if the demand falls because of a rise in price 
as a result of increased cost of production due to the tax. That 
is, the sellers always try to shift the incidence to the buyers 
by reducing the supply and the bujiers, on the other hand, try 
to shift the incidence to the sellers by reducing the demand for 
the commodity and ultimately, the incidence of a tax on a com^ 
modity is determined by the rela^ve elasticity of demand and 
of supply of the commodity. Thlt is, the “relative ability of 
the two groups to achieve their kirns, with the minimum loss 
to themselves, determines the result.”' 

Generally speaking, however, the sellers cannot shift the 
burden of the tax on luxuries to the buyers, because, the demand 
for these articles is clastic and will fall considerably 
if the prices are raised. But a tax on necessaries, that is, 
the articles whose demand is inelastic can be shifted to the 
buyers who will consume them even if the prices are raised 
because of the tax. 

Finally, it should also be noted that the time element is 
important in any -study of the pi-oblem of incidence of taxation. 
In the short period, for instance, a pro<luccr may choose to 
bear the tax rather than raising the iwice of the commodity 
and alienate the customers and lose the market. But, in the 
long run, he may take the tax into calculation and adjust the 
supply to the demand in changed conditions. This will result 
in a readjustment of the incidence of the tax. That is, in other 
words, the supply of a commodity may be inelastic in the short 
run but it may b% highly elastic in the long run and hence, the 
incidence may be on the seller or the producer in the short pe¬ 
riod but, eventuaUy, that is, in the long run, it may be shifted 
to the buyers. 


^ 0al]ti(^n<-rOp. Cit, p. M. 



,520 AN .INTRODUCTION TO MODERN ECONOMICS 

* 

Forward and Backward Shifting ; Shifting may be for¬ 
ward or backward. When the seller shifts the burden of the 
tax to the buyers by raising the price of the commodity then it 
is known as shifting forward, Ojj the other hand, if the buyers 
succeed in not paying a price higher than the original price 
without the tax) and shift the burden to the seller or the pro¬ 
ducer, it will be a case of shifting backward. A retail seller shifts 
the tax forward when he can transfer the burden of the tax to 
the consumers and shifts the tax backward when he can pass it 
back to the wholesalers or the producers by compelling them to 
accept a lower price. Generally, however, the burden is shared 
between the producers, the merchants and the consumers. The 
producers, again, in certain cases, may transfer a part of it to 
their cmi»Ioyees by reducing their rates of wages. 

The incidence of a tax under competition and under 
Monopoly : In a competitive market several firms may pro¬ 
duce a particular commodity with different unit-cost of produc¬ 
tion but they sell the product at the same price, which, how¬ 
ever, tends to be equal to the unit-cost of production of the 
marginal firm. More eflScient firms or the superior firms, there¬ 
fore, earn profits. What happens if a new tax is imposed upon 
the product ? The burden of the tax may be shifted to the 
buyers by raising the price of the product. But it cannot 
be shifted if higher price leads to a considerable fall in the de¬ 
mand for the product. Secondly, the more efficient or the su¬ 
perior firms, instead of raising the price of the product may 
bear the burden of the tax themselves and thus force the mar¬ 
ginal firms out of the business. 

If, however, the tax is imposed on the profits it will be 
difficult to shift the burden of the tax. WliOe the marginal 
firms may escape the tax, for, they dp not ei^n any profit, the 
superior firms can not raise the price, for, in that , case they 
would lose the market and the marginal firms would gain, . 

’A commodity, again, may be produeed under conditions of 
wna^nt, cost,, inareasing cost? *>., diminishing returns, and de- 

returns, In the first case, tlmt it, wh^ 
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it is produced under conditions of constant cost, since all the 
units of the commodity are produced at the same cost, in the 
case of an imposition of a tax on the commodity, the price will 
not be raised by more than the amount of the tax. 

In the seqpnd case, i.e., when the commodity is produced 
under conditions of diminishing returns, the imposition of a tax 
will raise the price but not by the full amount of the tax. To take 
an illustration ; Suppose that 5,000 pens are produced at a* cost 
of Rs. 10 per pen. Suppose, also, that a tax of rupee one per 
pen is imposed. This will lead to a rise in the price of pen by 
rupee one, that is, the price will be Rs. 11. But higher price 
will lead to a decline in the demand for the pen and in conse¬ 
quence, let us suppose, that only 4,000 pens will be sold now. 
Since the pens are produced under conditions of diminishing 
returns, let us suppose that the cost per pen declines to Rs. 0-8-0, 
when the output declines from 5,000 units to 4,000 units. So, 
when the tax is added, the price becomes Rs. 10-8-0, ?.a., it in¬ 
creases by an amount less than the amount of the tax. 

In the third case, that is, when the commodity is produced 
under conditions of increasing returns, the price may rise by 
more than the amount of the tax. Suppose that the pens are 
produced under conditions of increasing returns i.e., the cost 
is Rs. 10 when 5,000 units are produced and Rs. 10-8-0 when 
4,000 units are produced. If the demand falls from 5,000 to 
4,000 pens as a result of higher price due to the imposition of 
the tax (i,a., Rs. 10 -{- Re. 1 = Rs. 11), the cost per pen (ex¬ 
cluding the tax) will be Rs, 10-8-0. And the price of the pen, 
therefore, when the amount of the tax, that Is', Re. 1 is added, 
will be, Rs. 11-8-0. 

It is, therefore, suggested that while taxes should be im¬ 
posed on commodities produced under conditions of diminish¬ 
ing returns, bounties should be given to those commodities 
which are produced under conditions of increasing returns. 

ne incidence of a tax on a monopolist t A monopqltsli 
in oj^er to earn the maximum profit, will expand h^ pntptit 
until his marginal revenue is equal to his margii^ 
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since he has the control over the supply of the product, he is 
in a better position to adjust the price to the changes in the 
demand in oinler to earn the maximum profit. 

If the tax is not heavy, th^monopolist may bear the bur¬ 
den of it without raising the price of the product. In the case 
of a heavy tax, however, his endeavour will be to shift the 
burden, wholly or partly, to the consumers by raising the price 
of the product. A higher price may lead to a decline in the 
demand for the product and so in the volume of sales and thus 
to an increase in the unit-cost of production but since a mono- 
I)olist has no fear of rivals, the tax will be shifted, at least, 
partly, on to the consumers. If the tax is proportional to the 
output, he would reduce the output and raise the price. 

Now, the tax may be imposed as a lumpsum on the profits 
of the monopolist or it may be a proportional one on the mono¬ 
poly profits. In the first case, the monoix)list will nut alter the 
price for the simple reason that the price which earned maxi¬ 
mum revenue for him when the tax was not levied will also 
bring him maximum revenue now, Le., after the payment of the 
tax. So, the burden of the tax will not be shifted to the con¬ 
sumers. Similarly, in the second case, also, he will have no 
inducement to alter the price and the buiden will be borne by 
him. When, however, the tax is levied on the output, the 
monopolist may shift a part of the burden to the consumers by 
raising the price of the commodity, but his ability to do so will 
depend upon the elasticity of demand for the commodity. 
Unless, therefore, we assume that the supply is absolutely in¬ 
elastic or the demand is infinitely elastic, the incidence, gene¬ 
rally speaking, will be distributed between the monopolist and 
the consumers. 

IHrect and Indirect taxes : A tax is a direct one, the 
impact and the incidence of which are on the same person, 
i.ei, th^ p^son. from" whom the tax is collected is unable to shift 
the burden of the tax to others and so bears the money burden 
himsdf.. A^ income tax is an example of dfi^ct tax. The p^son 
•pill i^lkioifi ihe ‘^ is i!n^posed has to pay tax, apd cannot 
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shift the burden to others. When, however, the impact and 
the incidence of a lax are on different persons, the tax is said 
to bo an indirect one. Taxes on commodities are generally in¬ 
direct taxes. For, although the producer or the seller pays the 
amount of th(g tax to the government in the first instance, 
eventually the burden of it is shifted on to the buyers or the 
consumers by raising the price of the commodity. 

Direct taxes : Advantages aftd Disadvantages t There 
are certain advantages of a direct tax. In the first place, a 
direct tax is equitable. For, it can be so graduated that 
heavier burden may be imposed on those whose incomes are 
higher. It thus satisfies the principle of ability to pay. Se¬ 
condly, it also satisfies the canon of certainty. For, the tax¬ 
payers know definitely the amount they have to pay and also 
the exchequer may make more or less an accurate estimate of 
the yield and, hence, may adjust his finances accordingly. 
Thirdly, the cost of collection of direct taxes is considerably 
low and hence the canon of economy is also satisfied. Fourth¬ 
ly, direct taxes are highly elastic. The yield from such taxes 
may be increased or decreased by changing the rates of the taxes. 
These taxes are also productive, since the yield from such taxes 
increases automatically with the increase in the national in¬ 
come or in population. Finally, the direct taxes are socially 
advantageous in the sense that they arouse civic consciousness 
of the people who are likely to take more interest in public 
affairs when are made to pay direct taxes. 

There are, however, certain disadvantages of a direct tax. 
For instance, it is greatly inconvenient to the tax-payers since 
they have to pay in large amounts, that is, in lumpsum. Se¬ 
condly, there is a great possibility of evasion. By dishonest 
means, e.g., submi^ion of false and fraudulent returns, etc., pay¬ 
ment of taxes may be evaded. Hence, it is said that a direct tax is 
a tax on honesty. Finally, it is extremely difficult for the tax¬ 
ing authority to find out a just basis of assessment for all classes 
of people whose incomes greatly differ. Such a tax, thei«for(|^ 
has to be arbitrary. 
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Indirect taxes : Advantages and Disadvantages s The 
advantages of indirect taxes are the following: In the first 
place, evasion is not possible—everybody has to pay the lax. 
The individuals with low incomrs, who do not pay any direct 
tax, also cannot avoid indirect taxes. Secondly, the indirect 
taxes are not paid in lumpsums (as in the case of direct taxes) 
and hence, are convenient from the standpoint of the tax¬ 
payers who do not feel the burden so much since the taxes are 
paid in driblets. Thirdly, vhen levied on articles whose de¬ 
mand is inelastic, the indirect taxes are highly productive. 
Fourthly, indirect taxes, vheii imposed on luxuries, may com¬ 
pel the rich to contribute more aiul when imposed on such 
articles as intoxicants, etc, will cheek Ihcir consumption and 
thus will contribute to the social welfare. 

The disadvantages of indirect taxes are the following: 
An indirect tax aifccts the poor more than it does the rich, 
and hence, it is inequitable. Direct taxes can be graduated 
but indirect taxes on commodities are levied at a fiat rate and 
are paid by all income groups and hcncc, arc regressive in cha¬ 
racter. Secondly, the cost of collection of such taxes is fairly 
heavy. Cai'eful supervision is necessary to prevent evasion of 
payment of taxes, lienee, indirect taxes are uneconomical. 
Besides, the price of the taxed commodity may often rise by 
more than the amount of the tax, since, the producer or the 
seller, from whom the tax is collected in a lumpsum, not only will 
try to shift on to the buyers the amount of the tax but also will 
try to shift on to them th(‘ amount he loses in interest on the 
sum he pays in taxes e.e., the amount be could earn as interest 
on the sum paid in taxation during Uie period between the pay¬ 
ment of the tax and the sale of the goods. Thirdly, the yield 
from such taxes is uncertain. Finally, coninimption, excepting 
of those articles which arc absolutely necessary, may fall be¬ 
cause of the higher prices due to the imposition of tmees and 
thus the revenue may also shrink. 

Simile Versus Multiple tax system : Earlier, the idea of 
a sixtde tax systssn, that is, the imposition of a tax on some single 
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item, e.g,, on the economic 'rent of land or on income, etc., was 
popular for mainly two reasons, viz,^ firstly, such a system, it 
was held, would mean an inexpensive or economical system and 
secondly, taxing authorities could be sure about the incidence 
of the tax. The Physiocrats, or example, believed that ulti¬ 
mately aU the^ burden of taxation fell on the economic rent of 
land and hence, advocated for a single tax on the economic rent 
of land. Henry George also pleaded for a single tax on land with 
the same idea. Every one, according to him, could nuike a 
living if land was shorn of its economic rent by full taxation.. 
Besides, such a tax, it was believed, would not in any way check 
industries. 

This theory, however, is not accepted by the modern eco¬ 
nomists for its certain obvious defects. In the first place, it is 
based on, a wrong theory of incidence and also there is the pos¬ 
sibility of inequitable distribution of the burden of taxation. 
For, under such a system, those who do not invest their in¬ 
comes in land would be exempted. A rich man, for instance, 
if he owns no land, would not pay any tax whereas a poor man 
possessing some land or a house would have to pay tax. This 
is certainly inequitable. Secondly, a modem government needs 
a very large revenue for its manifold activities and a single tax 
system certainly cannot yield adequate revenue. 

I 

The other proposal for a single tax is that of taxing the 
incomes only. But this is also an unsatisfactory proposal. 
For, it is not possible to raise the large revenue needed by a 
modern government by such a single tax system. Secondly, 
the cost of collection of the tax, when it is assessed on small 
incomes, would be very large and eventually, it may prove to 
be uneconomical. Thirdly, it would discourage savings and 
finally, under such a system, the inheritors of wealth would be 
exempted since no^ special contribution can be secured from 
them, although, equity demands that they should be made to 
pay. Hence, it leaves out some highly desirable sources of taxa¬ 
tion. 
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Neither, therefore, a single tax on the economic rent of 
land nor on income is satisfactory. Not only it is not possible 
to raise adequate revenue for the government by such a single 
tax system, but it is defective for other reasons also. For 
example, it may imply inequitable distribution of the inci¬ 
dence as between individuals. Secondly, by a single tax system, 
it is not possible to reach different taxable capacities and often 
some most desirable sources may remain untaxed. Finally, 
evasion would be easier under a single tax system than it is 
under a multiple tax system. Modern governments, therefore, 
no longer accept the idea of a single tax system. Instead, the 
idea of a multiple tax system has gained favour everywhere. 
The reasons are the following: 

(i) •• By a multiple tax system the anomalies which are likely 
under a single tax system may be corrected and a more equit¬ 
able distribution of the burden of the tax may be ensured. 

(il) Evasion becomes difficult under a multiple tax system 
which iwovides checks and counter-checks and hence, every 
source can be tapped. 

(iii) A large revenue to meet the needs of a modem gov¬ 
ernment can be raised by a multiple tax system and not by a 
single tax system. 

It is, however, true that too great a multiplicity may create 
difficulties and may often tend to be uneconomical and so may 
not be desirable. Besides, such a multiplicity of taxes 
may often be prejudicial to the healthy growth of industry. 
Neither a single tax system nor a multiple tax system, there¬ 
fore, is desirable and hence has been suggested the idea that 
a compromise should be made and a system which has been 
called the ^plural’ taxation system, should ^ adopted. ia 
best to rely” observes Dalton, “on a few substantial taifes for 
the bulk of the tax revenue. In so far as it is desired to tax 
the rich, income and ixffieritance taxes are the best means i in 
Sn far as it is .desired to tax the poor, taxes on a few commo- 
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dities of wide consumption, preferably commodities not neces¬ 
sary to health and eflSciency.” ^ 

The Effects of Taxation : Every tax necessarily produces 
certain effects on the economic conditions of the country and 
the usual way of studying the*effects of a tax is by examining 
the effects it« produces on production, that is, on people’s 
willingness to work and save, on their ability to work and save 
and on the distribution of the country’s economic resources 
between different employments and localities. 

Any tax which adversely affects the people’s willingness to 
work and discourages savings and investment will necessarily 
adversely affect production. An income tax on poorer mem¬ 
bers of the community or a tax on necessary articles will re¬ 
duce people’s efficiency and, therefore, their ability to work 
and save and hence will be harmful. Again, heavy income tax 
on a graduated scale on large incomes also produces harmfid 
effects in so far as it affects adversely the incentive to invest. 
This may result in a dearth of supply of capital. Ultimately, 
however, one’s desire to work more or less depends upon his 
elasticity of demand for income in terms of the efforts and 
sacrifices he makes in order to earn his income. Generally, 
people are accustomed to a certain standard of living and their 
willingness to work and save will increase or decrease as a re¬ 
sult of the tax, according as their demand for income is inelas¬ 
tic or elastic. 

The effects of death duty on people’s desire to work and 
save, it, is said, are not so injurious as the,y are in the case of an 
income tax. For, in the first place, the death duty is assessed 
on the big inheritances and hence, its effects on the savings of 
people with small incomes is negligible. Secondly, the death 
duty is not to be paid by the saver himself but by the legatee 
and it is possible that such a duty may even induce him to 
work harder in order to make good the loss arising from the 
payment of the duty. 


1 Dalton—Ibki, p. 46. 
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Tax on Unearned Increments ; Imposition of a tax on 
the unearned increments in laud values, which are just like wind¬ 
falls, is justified on more than one ground, viz., in the first 
place, the unexpected nature of such increments in land values, 
it is said, justifies the imposition of a tax on them; secondly, a 
tax on such increments is also justified because the owners of 
land gain considerably when the value of land rises because of 
the progress of the society that is, without any effort on their 
part. It is true that there is'much tnith in this statement. But it 
should also be remembered that an increase in the value of land 
may also be due, to a certain extent, to the improvements made 
by the owner himself and it is a difficult, rather, an impossible 
task to separate the earned from the unearned increment for pur¬ 
poses of assessment. Again, supposing there is a decrease in 
the value of land. Should the government, in this case, pay com¬ 
pensation ? These are the practical difficulties which can not 
be avoided when the state desires to take away the whole of 
the unearned increment in the land values. But, that it is so¬ 
cially justifiable to take a large share of the unearned increment 
in taxes cannot be denied. 

A tax, again, affects production by affecting the distribu¬ 
tion of the country’s economic resources between different em¬ 
ployments and localities. Care, therefore, should be taken to 
see that only such taxes are levied as will cause diversions of eco¬ 
nomic resources to socially desirable directions. A tax on a mono¬ 
polist, for instance, may induce him to expand his output and 
lower his selling price and hence, may cause a beneficial diver¬ 
sion* Similarly, a tax on, say, intoxicants by discouraging; 
their consumption and, therefore, thehr production, may cause 
a diversion of the resources which will increase the production 
of more beneficial commodities. 

• I ,1 

Diversion of economic resources from ode locality to another' 
as a result of heavy taxation may sometimes have injurioua 
^ects oil the productive capacity of particular areas and 
so shotdd be avoided. 



PUBLIC REVENUE 


529 


Finally, a "‘less unequal distribution,” as observes Dalton, 
“is no less desirable than an increased production of wealth.” 
Hence, a close examination of this aspect is equally necessary 
to judge the efiFects of any tax system. And while examining 
a tax system not only should* we examine the effects it pro¬ 
duces on production of wealth but also we should consider the 
effects of corresponding expenditures incurred by the public 
authorities from the proceeds of tijp taxes. Reduction of in¬ 
equalities of incomes and securing the maximum social welfare 
are the objectives of the public authorities and to the extent 
they succeed in achieving these objectives by their financial 
policy they are justified. 

Characteristics of a Good Tax System : There are thus 
certain characteristics which a good tax system should necessari¬ 
ly possess. In brief, they are the following. In the first place, 
a good tax system should provide the state with adequate 
revenue. Secondly, the tax system should satisfy all the 
canons of taxation laid down by Adam Smith. Thirdly, the 
tax system should be clastic, that is, it should be capable of 
yielding lai^cr revenue in times of emergency without causing 
undue dislocation in the economic organisation of the country. 
It may be pointed out that to achieve the desired result it is 
necessary to examine carefully the incidence of individual taxes 
to avoid unnecessary money burden on any section of the 
community. 
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PUBUC EXPENDn'URE 

c- 

Importance of Public Expenditure : We have already 
observed, that the 19th century bias for restricting the state 
activities only within the jwlitical sphere no longer exists. A 
striking feature of the present century is the enormous needs of 
revenue of the modern governments. This has been so because 
of the recognition of the fact that defence and maintenance of 
internal order, though important, are not the only responsibili¬ 
ties of the state. No less important is its duty to improve the 
social and economic conditions of the people. The primary 
objectives of public finance to-flay, therefore, are to promote 
a higher standard of living and to secure the maximum 
social welfare. The duty of the state, it is now being increas¬ 
ingly felt, is “to ensure that every citizen can enjoy the primary 
iiecessitities of life—sufficient and correct food, adequate shelter, 
and health and education services commensurate with hisl 
needs. It is now widely held that the State should ensure this 
minimum by itself buying or producing and distributing the 
means of satisfying these primary wants, wherever it is apparent 
that the field is not being adequately covered by private 
enterprise.”^ And it is also its duty, “to secure the maximum 
level of economic activity and of social welfare which the resour¬ 
ces of the economy permit.”® Hence, the importance of a careful 
study of the nature of public expenditure. It is the expendi¬ 
ture and its nature and not the income which is the governing 
factor in the public finance of the modern governments. 

Classifieation o{ Public Expenditure t Public Expendi¬ 
ture has b^n classified by different economists in, different 
vnys. Below we have discussed briefly some of these dassifiea- 
tions. 

I Hidcs—PtrbKc finance, p, 18. 
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(i) Public expenditure often is classified as ordinary 
and extra-ordinary. The former refers to the recurring expen¬ 
diture incurred in connection with the maintenance of essential 
public services, e.g., police, administration of justice, or expen¬ 
diture on education, etc., and tl^ latter refers to the expendi¬ 
ture which has no such tendency to recur but which is in¬ 
curred in emergencies or on special occasions. e.g., war, famine, 
etc. 

There is, however, not always ii/fanimity of opinion as to 
what exactly is meant by *extrarordinary* and what is meant 
by ^ordinary* expenditure. Secondly, when a sufficiently long 
period of lime is taken into consideration, the extra-ordinary 
expenditure will tend to be ^ordinc.vy\ Hence, such classifica¬ 
tion of public expenditure is not satisfactory. 

(ii) Prof, C. C. Plehn divides public expenditure into 
four classes on the basis of benefit, viz., (i) the expenditure 
which confers benefit on all, e.g., defence ; (ii) the expenditure 
which though confers a special benefit on certain classes of 
people yet should be regarded as conferring a common benefit, 
e.g„ old age pensions, poor relief, etc.; (iii) the expenditure which 
confers a special benefit on some people and a common benefit 
on the community as a whole, e.p., administration of justice ; and 
(iv) the expenditure which confers a special benefit only on a 
certain section of the community, e.g., expenditure incurred to 
give bounty to an industry. 

Such a classification is also unsatisfactory since the dis¬ 
tinction between different classes of benefit cannot be clear-cut 
and it is likely, as Prof. Plehn himself admits, that there will be 
constant shift from one class to another with evolution. 

(ill) Public expenditure has also been classified into pro- 
ducUve and unyrodnetive expenditure. For example, the ex¬ 
penditure incurred in connection with the construction of rail¬ 
ways which will yield a surplus is regarded as productive and 
the expenditure which yields no surplus is regarded as unproduc¬ 
tive, the idea of making such a distinction is incompatible 
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with the idea of a welfare state where public expenditure should 
be judged not from the standpoint of the surplus it yields but 
from the standpoint of welfare it secures to the society as a 
whole. 

(iv) Often, again, a distinction is made between operat- 

ing expenditure^ i.e., which does not lead to an increase in the 
community’s aggregate net assets and capital expenditure which 
results in an increase in the aggregate net assets of the como 
munity. i 

(v) Pigou’s Classification: Prof. Pigou makes a dis¬ 
tinction between non-transjer expenditure, e.g., expenditure on 
army, navy, judiciary, etc., which is exhaustive (not necessarily 
wasteful or injurious), that is, which results in an using up of 
productive resources in government service and hence, res¬ 
tricts the use of those resources by the community in private 
services and trarisfer expenditure, e.g., the expenditure incur¬ 
red for payment of interest on government debt, old age pen¬ 
sions, etc., which only causes a transfer of resources from one 
section of the community to another and does not involve any 
using up of productive resources of the community. 

(iv) Dalton’s Classification : Dr. Dalton divides pub¬ 
lic expenditure into two classes, viz., (i) the expenditure which 
is intended to preserve the social life of the community against 
internal or external attack and (ii) the expenditure which is 
intended to improve the “quality of the social life.” Dalton 
also has drawn a distinction between grants and purchase ptic£s 
and has compared the distinction between grants and purchase 
prices with that between transfer and real expenditures. If an in- 
dividual receives public money or money’s worth without con¬ 
tributing anything then the state makes him a grant, ejg., poor, 
relief, free education, etc. On the other hand, if the individual 
receives payment in return for the services he renders then the 
state makes a purchase from him e.g., pSyment made.,by the 
state to any of its employees. All grants of money represent 
transfer expenditure and, in general, purchase prices represent 
real expenditure. 
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Effects of Public Expenditure s Enormous increase in the 
Volume of the public expenditure of a modem government indi¬ 
cates the considerable extension of the sphere of its activities 
and the influence it exerts on the* economic system of the coun¬ 
try as a wholes, that is, both on the production and 
distribution of the national income. The state, to-day, exer¬ 
cises no small influence on the cconqpiie system either as an 
employer or as a producer of goods and services. Public ex¬ 
penditure which involves transfer of purchasing power from 
one section of the community to others also in no small mea¬ 
sure influences the economic system of a country, for, such ex- 
penditime obviously affects the distribution of income. We 
should, therefore, study the effects of public expenditure on 
production and on distribution. 

Effects of Public Expenditure on Production: All those 
expenditures which increase the productive efficiency and, there¬ 
fore, the ability of tlic people to work and save, e.g„ expen¬ 
ditures on education, etc., will surely increase the volume of 
the national income of the country. It is, however, necessary 
to note that conditional grants, e.g.» grants in case of sickness, 
etc., are not likely to have any adverse effect on people’s wil¬ 
lingness and ability to work and save, whereas, such forms of 
public expenditure as unconditional grants to those who are 
unemployed, etc., may have adverse effect on people’s willing¬ 
ness to work and save. 

Public expenditure, again, may go a long way to increase 
the level of employment and the volume of output of the coun¬ 
try, specially so, during the periods of depression when in¬ 
vestment and, therefore, employment in private sector decrease. 
The government, du^Qg such periods of depression, may adopt 
a Public Works Programme and increase the volumes of em¬ 
ployment and production of the country and thus may increase 
the motional income. 

Juiiit as some expenditures increase the productive dSIciency 
of the people, so there axe others which may in^ease tl^e peo- 
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pie’s propensity, (specially of the poor), to consume, by con¬ 
ferring greater benefits on them. Increased propensity to con¬ 
sume will mean increase in employment and production and, 
therefore, increase in the volunfe of national income also. Some 
public expenditures, again, add to the aggregate* of wealth of the 
community directly, e.g., government enterprises, irrigation, and 
re-afiorestation projects ^c. Similarly, as Dalton has pointed 
out, by bringing about diversion of economic resources between 
different employments and localities public expenditure influ¬ 
ences production. Diversions of economic resources which result 
when grants are given by the central government to local au¬ 
thorities for development of economically under-developed areas 
obviously are beneficial. 

Public expenditure will be considered as unproductive if, 
for instance, the government enterprises fail to conform to the 
standards of private enterprises and are unable to supply gooda 
or services of the same quality at the same prices or at lower 
prices than the private enteiprises. Similarly, such expenditure 
as may be incurred on competitive armaments, etc., which does 
not contribute to human welfare and “would be largely un¬ 
necessary, if only men were n. little wiser, or more imaginative, 
or more honest than they are” ^ should be regarded as unpro¬ 
ductive. 

Effects of Public Expenditure on Distribution : Exist¬ 
ing inequality of incomes is one of the main causes of the so¬ 
cial unrest of our age and public expenditure, by influencing 
the distribution of national income, can go a long way to reduce 
this inequality of incomes. That system of public expenditure 
is most beneficial which ensures maximum reduction of this 
inequality and thus contributes largely tg the economic web 
fare of the people. 

Sanction of inequality of incomes may be. achieved by 
dire^ transfer of wealth from the rich to the poor a.$r., ,by mak¬ 
ing provision <A edd age pensions for the poor, etc., or, agam» piib- 
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lie expenditure may reduce the inequality of incomes by adjust¬ 
ing individual incomes to family needs during different periods. 
Certain expenditures, again, confer benefit on all members of 
a community, e.g., provision of good roads, free water supply 
etc. These expenditures no ^oubt influence distribution and 
largely increase the welfare of the people as a whole but it is 
hardly possible to trace the effects of such expenditures on 
the different classes of people. • 

We, therefore, conclude by observing that that system of 
public expenditure is best which increases the people’s produc¬ 
tive efficiency and stimulates production by securing the most 
desirable diversions of economic resources of the country and also 
ensures the maximum possible reduction of inequality of in¬ 
comes. 

In other words, the aim should be maximisation of the 
social advantages which can be achieved when public expendi¬ 
ture in different directions is pushed in such a way as to yield 
equal marginal utility. It may not be out of place to refer 
in this connection to the four canons of public expenditure 
which have been laid down by Prof. F. Shirras. These are the 
following : (i) Canon oj Benefit: i.e., the aim of public ex¬ 
penditure should be to secure maximum benefit from such ex¬ 
penditure (ii) Canon of Economy : i.e., the resources should be 
used economically (iii) Canon of Sanction : i.e., there should 
be check on unwise and extravagant or uneconomic expendi¬ 
ture. A public authority should obtain sanction from a higher 
authority to spend for expenses beyond a certain limit, (iv) 
Canon of Surplus : i.e., care should be taken to see that deficits 
do not occur. The public authority, in other words, should en¬ 
deavour to avoid deficits in expenditure. Borrowing, however, is 
permissible for ui^ful purposes and it should be seen that the 
public authority obtains sufficient revenue to pay interest and to 
build up a Sinking Fund to repay the principal amount of the 
loan. Deficits, however, may not be avoided in emergencies. 
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PUBIIC DEBT 

Public and Private Debt : Governments these days can 
raise large sums of money by borrowing and hence public debt 
constitutes an important so^irce of revenue for the governments 
of modern countries just as repayment of the principal or 
payment of interest on loans constitutes a part of public ex¬ 
penditure. 

A public authority borrows when its expenditures are more 
than its revenue receipts just as an individual borrows when his 
income falls short of his expenditure. Nevertheless, there are 
certain differences between public credit, that is, loan raised by a 
public authority and private credit. These are, in brief, the 
following. 

In the first place, the state not only has sovereign pdwer 
and can, therefore, compel its subjects to lend, it also has a 
perpetual life and hence, it can raise perpetual debts. A state 
nmy even borrow on the expressed condition of non-repayment 
of the amount Imrrowed. These are obvious reasons which dis¬ 
tinguish a public debt from a private debt. Secondly, while 
borrowing, a state does and an individual docs not, consider the 
effect of such borrowing on the community as a whole. Bor¬ 
rowing by an individual as such hardly does have any effect on 
the economy of the country but the borrowing by a public au¬ 
thority affects the country’s economj’^ and welfare in no small 
measure. Thirdly, a public authority can raise an internal 
loan, that is, can borrow from its own subjects, or can raise an. 
external loan, i.e., can borrow from those who are not its sub¬ 
jects. Or, again, it may issue notes. An individual, oh the 
other baud, can neither raise an internal loan, i.e., cannot borrow 
from himself, nor, can he issue notes. Fourthly, the repayment 
of an internal loan by the state only involves a transfer of funds 
within the ;8ocie^ and ^hen the state repays a debt by taxing 
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the people obviously a portion of the amount needed for repay¬ 
ment of the debt may come from thofe people to whom payment 
will be made, that is, those who pay taxes might have given loans 
to the state. By repayment, th<^cfore, the public creditors gain 
only to the extent to which they are not taxed for such repay¬ 
ment purpose, tfinally, because of the higher credit of the public 
authority, the rate of interest on public loans is generally lower 
than the rate of interest on private lAans. And from the stand¬ 
point of the creditors, such investments mean stable investments 
and also, if they so desire, they may realise the loans at any 
moment with greater facility than they can in the case of private 
loans. 

When to borrow ? The Purposes of Public Borrowing t 
We have seen that there are various sources of revenue of 
a modern government. The function of public credit is to' 
serve as a supplement to the other sources of revenue. Never¬ 
theless, public debts increase the obligations of the public autho¬ 
rity. It is, therefore, important to know under which circums¬ 
tances it is proper for the state to borrow. Obviously, practical 
expediency will largely govern the decision of a public autho¬ 
rity in these matters. But certain broad principles may be 
laid down. These are, in brief, as follows : 

Firstly, normal expenditures or such expenditures which 
regularly recur should be met from taxation. The public au¬ 
thority may take recourse to borrowing to meet any deficit 
resulting from an unforeseen emergency which calls for imme¬ 
diate and prompt action. Borrowing * may be justified also 
because tax proceeds may not be sufficient ^or the huge expen¬ 
ditures which may be necessary in certain cases of ’cmergen- 
cies, conducting a war, etc. 

Secondly, loans may be justified for meeting such non-recur¬ 
ring expenditures as may be meurred for financing the projects 
or schemes for the development of the economic resources of the 
country, the commercial enterprises of the state, etc: Such 
expenditures are in the nature of capital expenditures and the 
benefits of such expenditures are spread ovejj^a time. It is,. 
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therefore, reasonable that the cost of these expenditures should 
also be distributed over a time. There are, again, some capital 
expenditures e.g.» expenditures incurred, say, for constructing 
railways, etc., which will yield revenue from which the interest 
charges may be met, while there are others, e.g., expenditures 
incurred for the construction of school building^, etc., which are 
not productive of revenues in the sense in which the railways are. 
Nevertheless, such expenditures result in substantial benefit 
which will be enjoyed by the community in future years. 
Hence, loans, the burden of which spreads over a time, may be 
raised to meet the cost of such expenditures. 

Financing of a War : Loans Versus Taxes : The bulk of 
the public debts of the modem governments are the results of 
war. Fbr, no longer it is possible to conduct a modem war, which 
means huge expenditure, by past savings of the state. The ques¬ 
tion, therefore, is : should a war be financed by raising 
loans* or by imposition of taxes ? Ricardo and some other clas¬ 
sical economists were of opinion that war should be financed 
mainly by taxation. The arguments usually put forward in 
support of this view are, firstly, that taxation, specially when 
the rich are made to pay on a progressive scale, would check un¬ 
necessary consumption and so unnecessary expenditure would 
be avoided. Secondly, while loan may result in inflation of 
credit and prices, taxation may avoid the dangers of inflation 
of credit and prices. Finally, this method has another advan¬ 
tage, viz,t it would avoid the burden of post-war taxation to 
pay the debt charges. 

These are no doubt valid arguments. But it should be 
remembered that the huge sum which is required for finaneng a 
modem war can. not be raised by taxation alone. Tax revenue 
irill be inadequate and also there is a limft beyond which im¬ 
position of taxes to raise revenue may have serious adverse 
eiffects on the economic system of the country as a whole. Be¬ 
sides, raising of loans, of course, may lead to inflation, but in- 
flktion, we know, stimulates productive activities and intueases 
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employment whereas heavy taxation may kill the incentive to 
productive activities. We may, therefore, conclude that neither 
taxation nor borrowing should be exclusively adopted as a me¬ 
thod of financing a war but a«combination of both the methods 
would be the^ most desirable way of financing a modem war. 
Borrowing and taxation, it should be remembered, are comple¬ 
mentary to each other and should not be regarded as substitutes 
for each other. A combination of^the two will yield the maxi¬ 
mum advantage to the government. 

Classificaton of Public Debts : Public debts have been 
classified in various ways. For instance, they have been clas¬ 
sified according to the length of the time for which they are 
raised, or, again, according to the purpose for which they are 
raised, etc. In the following paragraphs we have discussed 
briefly some of these classifications of public debts. 

(i) Forced Loan and Voluntary Loan: In an emer¬ 
gency the government may take recourse to a forced loan (e.g., 
it may seize all bank deposits as an alternative to confiscation) 
the terms of and the rate of intesrest on which are determined by 
the government itself. A forced loan, therefore, cannot be said 
to be a public loan in the true sense and modern governments 
do not usually take recourse to such loans. 

In the case of a voluntary loan the creditors are free to in¬ 
vest or not to invest and, thus, there is no element of compul¬ 
sion or force. 

(ii) Mrs. U. Hicks ^ has distinguished between three types 
of public debt viz., (i) Deadweight debt (ii) Passive debt and 

(iii) Active debt. These different types of debt are distin¬ 
guished in the following way : 

(i) Deadweight debt refers to that debt which arises from 
expenditures, which in no way add to the productive powers of 
the community e.g., war expenditures ; (ii) Passive public debt 
arises from expenditures which neither yield any money 

i TT. K. Hieks—The Finaiuie of British 
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come nor increase the productive power of the community, but 
yield utilities and enjoyment to the community debt in¬ 
curred from expenditures on public parks, museums, etc. 
(iii) An Active debt refers to thait debt which arises in conse¬ 
quence of expenditures which yield money incomp or increase 
the country’s productive power. Such a debt is incurred, that 
is to say, for construction of income-yielding projects or for 
being spent in such ways as Would increase the productive effi¬ 
ciency of the people as a whole. 

(iii) Productive and Unproductive debt : A debt is said 
to be productive when it is fully covered by assets and is so 
invested as to yield a money income or increase the productive 
jiower of the community. An Unproductive debt refers to a 
debt which is neither covered by assets nor is expected to yield 
any money income or increase the productive efficiency of the 
people. 

Such loans as may be raised for, say, prosecution of a war, 
etc., are said to be deadweight debts. These debts bring no 
return nor are covered by assets and while the interest charges 
on productive debt are paid out of the income obtained from the 
assets, the interest on such deadweight debts is paid out of the 
general revenues of the state. 

In practice, however, it is difficult to distinguish between 
productive and unproductive debts. For, no debt can be said 
to be totally unproductive. 

(iv) Internal and External Debt: Loans arc mtemal 
or external according as they are subscribed by the nationals 
or the institutions within the country, or, they are subscribed by 
the foreigners or the institutions outside the country. In the first 
case, that is, in the case of an internal foan, tthe payment of 
interest or repayment of the principal involves only a transfer of 
resources within the country, a distribution of the national 
income'and does not, therefore, involve any exhaustion of the 

, ,C0untiy*8 resources. But in the second case, i.e., in the case of 

payment of intereist as well as repayment 
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of the pnncipal involve transfers of the country’s wealth to the 
foreigners and, hence, to the extent such transfers take place, 
the country’s resources arc exhausted. 

(v) Redeemable and Irredeemable Loans : Loans, 

again, may be redeemable, tjjfat is, when the government pro¬ 
mises to pay o^ the loans at some future date, or irredeemable, 
i.e,, when no such promise is made by the government, although, 
the interest charges on such loans are paid. 

(vi) Funded and Unfunded^ or Floating Debts : Pub¬ 
lic debts are also classified in accordance with the length of the 
periods of the loans. The debts which are repayable after a 
long period are called funded debts and those debts which are 
repayable within a short period, usually, within a year, are 
called umfunded or floating debts. Such unfunded debts arei 
incuiTed in order to meet temporary deficits in the budgets. 
Treasury bills, Ways and Means advances from the Central 
Bank to the government, are examples of unfunded debts, for, 
they are repayable within a very short period, usually three 
months in case of Treasury bills and twelve months in case of 
Ways and Means advances. 

These terms, however, arc often used in difierent senses. 
For instance, in England the funded debts refer to those loans 
the interest on which the government is obliged to pay but the 
government undertakes no obligation to repay the principal at 
any time. Fmded debts thus mean permanent loans, e.g., Bri¬ 
tish ‘Consols’. Unfunded debts, on the other hand, refer to 
those debts whose principal will be repaid on some fixed date. 

A government often borrows upon annuities which, again, 
may be terminable or perpetual. In the ^t case, the gov¬ 
ernment agrees to pay the interest annually for a certain num¬ 
ber of years. In the case of ordinary terminable annuities, the 
annual payments consist of interest and a part of the principal. 
In the casei of li& or perpetual annuity, the government agrees 
to pay a certain sum of money annually towards the rc^y- 
ment of the loan so long as the annuitant is alive but when he 
dies the debt is considered as discharged. 
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The Burden of Public Debt : In order to estimate the 
burden of public debt several factors have to be taken into 
consideration, e.g,, the extent of such a debt, internal or exter¬ 
nal, the purpose for which such a loan is incurred; the terms 
and the methods of repayment, ftc. Besides, the size of the 
national income, the nature of the tax system of the country, 
and also the distribution of the security holdings among the 
different classes in the society, should also be taken into consi¬ 
deration. 

A public debt involves two kinds of burden, viz.t money 
burden and real burden, that is, the burden in terms of loss of 
economic welfare which the community suffers because of such 
a loan. These burdens, that is, the money burden and the real 
burden may, again, be direct and indirect. 

Tbe Burden of an External Loan : In the case of an 
external loan, the direct money burden is measured by the 
amount that has to be paid to the foreign creditors by way of 
interest and repayment of the principal. The direct 
real burden of such a loan is measured by the loss of economic 
welfare which these money payments involve. This burden, 
i.e., the direct real burden or loss of economic welfare, however, 
will be less when the rich are made to contribute more towards 
the debt services than the poor. 

The indirect burden which the payment of interest on such 
a loan and the repayment of the principal involve, is measured 
by the loss of the community arising from the check to 
its productive power which results from the larger ex¬ 
port of goods in making these payments and also from the 
curtailment such payments entail in public expenditure in some 
more useful directions for increasing the community’s welfare. 

The Burden of an Internal Loan s In the case of an m- 
temal loan, since the payment of interest or repayment of the. 
principal involves only a transfer of purchasing power from one 
.section of ^he community to another, there is no direct money 
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burden for the community as such. Internal loans, however, in¬ 
volve considerable direct real burden. For, loans are given by 
those who are well off whereas taxes are paid by all and the 
transfer of wealth which repayment of these loans involves im¬ 
plies a transfer of wealth to those richer sections of the commu¬ 
nity. Such transfers, therefore, increase the inequality of in¬ 
comes and the direct real burden will be more or less, according 
as such transfers of wealth increase or decrease such ineaualitv 
of incomes among the people. 

The indirect burden of the internal debts is measured by 
the effects of the taxes which are imposed in order to repay these 
debts upon people’s willingness and ability to work and save. 
The community’s ability to save increases since the money paid 
for loans is saved ; but since the taxes which are imposed affect 
the people’s standard of living adversely, their ability to work 
and save is also affected adversely. 

It cannot be denied that any debt, either external or inter¬ 
nal, is likely to discourage productive activity in so far as it 
checks the tax-payer’s ability and willingness to work and save 
and curtails the amount available for such public expen¬ 
ditures as are likely to stimulate production or increase the 
people’s efficiency. 

Redemption of Public Debt : The following are the usual 
methods of paying off a public debt. 

L The Sinking Fund : The sinking fund is a device 
which is usually adopted for paying off a public debt. Earlier, 
the practice was to provide for the accumulation of a fund by 
putting a certain amount of revenue annually into it during the 
life of the debt with a view to redeem the debt at the time of 
its maturity out of this fimd. The fund was allowed to accu¬ 
mulate at a compound rate of interest, 

K 

This method of providing for the accumulation of the fund, 
however, did not prove very satisfactory. For, often fresh 
loans at higher rates of interest became necessary for setting 
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apart a certain sum for the building up of this fund. And, it 
only meant replacing the old debt by new ones. In fact, when 
new borrowings are necessary to feed a sinking fund, strictly 
speaking, it cannot be said to be a sinking fund, for, a sinking 
fund should be fed from taxes and not from fresh loans. 

In modem times, however, the technique has changed. 
Now-a-days, the sinking fund simply means that certain funds 
are definitely set aside for debt redemption and every year 
these funds are used for paying off a certain portion of the 
principal of the loan instead of aUowing the sinking fund to 
accumulate till it becomes sufiicient for the redemption of the 
whole debt. This change has obvious advantages, viz., the 
burden of the future interest payments becomes lighter and 
lighter as every year the amount of the loan is gradually re¬ 
duced and more funds thus may be available for the redemption 
of the debt. 

As a method of redemption of public debt the device of sink¬ 
ing fund is widely used and the method has no doubt certain 
advantages, it ensures repayment of the debt at the proper 
time and helps maintenance of the national credit, etc. But 
there are certain difficulties, too. In the first place, a certain 
amount of cost has to be incurred for administering the sinking 
fund. Secondly, there is always the chance of misuse of this 
fund, it may be used by the government for meeting the 
current expenses, etc. 

2. Conversion: Conversion means just an exchange of 
new debts for old ones. Conversion, thus, is not repayment. 
It simply implies that in order to lessen the burden of a debt 
the government converts the existing debt into a new debt car¬ 
rying a lower rate of interest and thus secures a reduction in 
interest charges. When a government decides to convert an old 
debt into a new one, it gives the creditors two alternatives, viz., 
either to accept a new loan at a lower rate of interest, or, to 
accept repayment at par. 
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Conversion is said to be at par or at a discount or at a 
premium, according as it keeps the nominal amount of the debt 
the same, or results in an increase in the capital amount of the 
debt (increasing, thus, the ultimate liability of internal debts), 
or, results in a ^decrease in the amount of the principal. 

Conversion is advantageous in so far as it secures a reduc¬ 
tion in the burden of the interest charges of a public debt. But 
it should be remembered that such a reduction in the interest 
charges is possible only when the prevailing rate of interest is 
lower than the rate of interest which prevailed when the loan 
was floated ; and secondly, the state also should have the option 
or the privilege to repay the debt at any time. But such 
privilege is not always enjoyed by the state. Besides, a reduc¬ 
tion in the amount of the interest charges does not mean a net 
saving. For, we have to take into account the loss of revenue 
resulting from a fall in the incomes of the cjrcditors who will 
now be receiving less by way of interest and consequently, will 
pay less as taxes. The state thus would lose a certain amount of 
revenue. 

3. Capital Levy : After the first Worl^J War, the method 
of imposition of a very heavy tax on the capital of the country, 
once or twice, known as capital levy, to repay huge war debts 
has been much discussed. The idea is to pay off a debt by the 
imposition of a levy on the accumulated capital of the country 
instead of spreading the repayment over a longer period of 
time. ^ 

I'he assessment, under this scheme, is based' upon the capi¬ 
tal value of the wealth of an individual as distinguished from his 
income, that is, after exempting a certain minimum level from 
the levy heavy taxes are imposed once or twice on the accumu¬ 
lated wealth of the individuals. It can, however, never be used 
as a regular part of the fiscal system—it can be used only in 
emergencies. 

1 When the levy is imposed on capital, it is known as a Capital Levy, 
otherwise, it is just a Special Levy. ® 

85 
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Such a method of debt repayment has, of course, certain 
advantages. For instance, it is argued that during the war 
while the poor people, the working class, suffer and die, the 
capitalists amass wealth. Hencot it is justified that these people 
should be made to pay heavy taxes after the war^ that is, should 
be made to suffer in wealth. In other words, this scheme will 
tend to correct the inequality of sacrifices mad^ by different sec¬ 
tions of the community dufing the war. This method also has 
the advantage that it necessitates payment for once or, twice 
and does not involve, as the sinking fund method does, the 
trouble of spreading the repayment of a debt over a longer period 
of time and hence, the people need not be taxed every year. It 
should also be noted that in the post-war period when the prices 
fall, the.burden of the debt increases. The method of imposition 
of a capital levy will secure quick repayment of the debt and 
hence, will lessen this burden. Thirdly, the evil effects of taxa¬ 
tion on productive activities will be reduced in so far as this 
method will secure reduction of future taxation. 

These are no doubt great advantages of this method. 
Nevertheless, there arc certain defects, too. In the first place, 
it is said that this method discriminates against those who 
have lived economically and saved and favours only those who 
have spent lavishly. Secondly, the imposition of a heavy tax like 
capital levy which is to be paid out of capital or savings will sure¬ 
ly affect the future savings of the community adversely, that is, 
savings will be less in the future. There is, again, no guarantee 
that there will not be any repetition of the levy in future. 
Thirdly, there are certain practical difficulties, too. For ins¬ 
tance, a professional man may earn a large income but may own 
no capital whereas another man with poor income may possess 
capital. What, then, should be the basis of ^assessment ? Pro¬ 
per assessment of the trade assets or miscellaneous property 
also presents some real difiiculties. 

There is, however, no doubt that the imposition of such a 
levy has social justification in so far as the government, by such 
a levy, takes a*v|^y a part of the wealth which the capitalists 
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amass during the war period and utilises it to redeem public 
debt or to reduce the post-war tax burden. 

4. Repudiation : Repudiation of a debt by a govern¬ 
ment implies the refusal of th^ government to admit the vali¬ 
dity of the debt obligations. It is, thus, a unilateral violation 
of the contract* resorted to in order to get rid of the burden of 
the debt. 

In the 191h century, several stAes of the American Com- 
monwealth resorted to this step. In 1917, the Russian govern¬ 
ment also had to take resort to repudiation. 

Repudiation, as a way of getting rid of a debt, has the 
obvious limitation that it would create difficulties for the gov¬ 
ernment adopting this method in floating further loans in 
future. Repudiation of an external debt is likely to create 
greater difficulties since it .may provoke military action by the 
creditor country, against the repudiating government. 

The term repudiation obviously sounds provocative. Now- 
a-days, therefore, the use of this term is avoided and the terms 
like, ‘default’, ‘suspension of payments’, ‘transfer moratorium’, 
etc., are used which imply a government's inability to pay or 
that the chance of payment is remote. 



CHAPTER 42 
THE BUDGET 

What is a Budget ? The national budget is a statement 
of accounts of revenues and expenditures of the nation for the 
year. It contains an account of the actual expenditure and 
revenue of the previous hAaneial year and gives an estimate of 
expenditure of the coming year and also provides the ‘ways and 
means’ required; that is, it includes the proposals for raising 
the revenue, c.g.y taxes, etc., to meet the estimated expenditure. 

A budget is said to be balanced, if during the fiscal year, 
the revenue exceeds or, at least, does not fall short of, expen¬ 
diture. It is said to be unbalanced, if the expenditure exceeds 
the revenue receipts. The budget is a surplus or a deficit one, 
according as the revenue receipts exceed or fall short of, ex¬ 
penditures. 

Should the Budget be balanced or unbalanced ? Ac¬ 
cording to the classical doctrine, if wages and prices are suffi¬ 
ciently flexible, then private enterprise will automatically em¬ 
ploy all available factors of production. Hence, it follows that 
the state cannot increase the level of business activity and the 
‘precepts* which follow from the classical economic theory, 
which holds that private enterprise automatically maintains 
full employment, are : “1. Keep the budget small. 2. Keep 
the budget balanced. 3. Tax consumption, rather than sav¬ 
ing. 4. If a deficit cannot be avoided, issue long-term bonds. 
5. Borrow only for purposes of ‘productive* investment. 6. 
Pay off the National Debt as fast as you can, by increasing 
tallaxes which impinge upon current consumption.”^ 

But a balanced budget is no longer consyiered as a great vir¬ 
tue. The concept of functional finance has revolutionised the 
whole concept of sound public finance. An unbalanced budget, 

IE. F. Schumacher—Public Finance—^Its Relation to Full Employment. 
An article in The Economics of Full Employment, (Oxford University Insti¬ 
tute of Statistice);app. 87-8. 
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or, more plainly, a budget deficit, it is now agreed, is not always 
harmful and the public authority sometimes may be justified in 
incurring a budget deficit in the pursuit of larger aims, e.p., 
carrying on a developmental programme, increasing the volume 
of employment, etc. The chissiffal belief that a balanced budget 
is desirable in .all circumstances was based on the assumption 
of “automatic full employment.” But the moment we admit 
that the community’s outlay may be inadequate to absorb all 
the productive resources and hence,’insufficient to produce the 
maximum national income, we have to admit also that an in¬ 
crease of state expenditure beyond its revenue can increase 
the national income and hence, is beneficial. So long as 
there are unemployed resources, there will be no inflation and 
the deficit incurred for incTeasing the total spending with a view 
to securing full employment may be financed by printing money. 
Recourse may also be had to borrowing, either from the public 
or from the Central Bank, provided, of course, such borrowing 
does not deprive others of loans (and, thus, of the power of 
spending). 

It is, however, true that the policy of deficit budgeting 
should be pursued with caution. For, there are certain dangers, 
too. For instance, it may lead to government extravagance, 
or, again, may retard private investment. Finally, the national 
debt should not be allowed to increase unduly, for, we should 
remember that the internal debt, in so far as it results in a 
transfer of purchasing power from the poor to the rich, has 
a rea)l burden, too. 

What, then, should be the accepted policy ? In the long 
run, of course, the budget should be balanced, unless, as ob¬ 
serves Dalton, “we are prepared to contemplate an increase, 
unlimited both in fime and iii amount, of the deadweight debt. 
And such a prospect is clearly intolerable, even if lenders were 
willing. But, in the short run, measured in terms of a year or 
two, the budget need not be balanced. This proposition is 
true in two different senses. First, an annual deficit or two 
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will not» of themselves, cause any great disaster. And, second, 
public policy may some times deliberately and legitimately 
incur temporary budget deficits in the pursuit of larger aims, 
notably an increase of employment through an expansion of 
credit.” ^ 

The exchequer, however, should always remember that the 
merit of a budget lies in avoiding all wasteful expenditures and 
in,so distributing the taxaljpn expenditure and borrowing, that 
it is possible for all income groups to share their burdens and 
benefits. He should also see that the advantages which it pro¬ 
vides commensurate, directly or indirectly, with the cost which 
it is necessary to incur. 


^ Dalton—Public Einance, (Mh revised Edn.), pp. S04-fi, 
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